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Foreword
Tax Practice Management is the fourth book to be published in
the Institute’s Studies in Federal Taxation series. It continues the
objectives set by its predecessors to help CPAs meet their respon
sibility to provide and maintain the highest standard of service to
the public in the federal tax area.

To prepare a book of this magnitude requires many hours of tire
less effort, and for this we are deeply indebted to the author,
William L. Raby, CPA, of Laventhol Krekstein Horwath & Hor
wath. His devotion and perseverance in writing and reviewing
all aspects of this book cannot be overemphasized.
The following members of the Tax Publications Subcommittee
assisted in an advisory capacity: Donald H. Skadden, CPA,
Chairman; Irwin Dubin, CPA; John N. Kamp, CPA; J. Fred
Kubik, CPA; Albert Kushinsky, CPA; Sol J. Meyer, CPA; Rob
ert J. Mooney, CPA; Raynard M. Sommerfeld, CPA and Bernard
Werner, CPA.
I also wish to acknowledge the efforts of Stuart Shaw, CPA,
Manager, Special Projects, Federal Tax Division, who has worked
very closely with the author and the subcommittee on this study.
Finally, I would like to thank Marie Bareille of the Institute’s
Publications Division for her diligent attention to all the produc
tion details involved in this publication.

Joel M. Forster, Director
Federal Tax Division

Preface
Excellent books and reporting services are available on the
technical aspects of the tax law, as well as the economic, political,
and social sides of taxation. This book, by contrast, is intended
as a working manual for the CPA who finds taxes an essential
element in his or her professional practice and wants to manage
that aspect of practice with the same care that is devoted to
the problems of clients.
It is especially intended for the CPA who is a sole practitioner
or a partner in a relatively small CPA firm. But it also should be
of value to those partners in larger CPA firms who have respon
sibility for the successful performance of the tax function in their
firms. While it may be of interest to tax executives employed by
corporations and to attorneys who are involved in tax practice
as a part of their practice of law, the point of view is basically
that of the CPA engaged in public accounting practice.
The fact that an existing firm does tax work profitably does not
prove that it is anywhere near optimum in its management pro
cedures. This book is for the CPA who would like to review
what he is already doing, as well as for the man who has just
taken on the job of tax partner of a growing firm that previously
has not had a clearly defined tax function.
It can even be a useful tool for the regional or national firm
in the process of creating its own tax practice manual, for such
a firm may find here a certain amount of organizational frame
work, as well as some ideas. Smaller firms may want to use this
book itself as their tax practice manual, referring to it when ques
tions of policy or practice arise and adapting its sample forms,

etc. to meet their specific needs. Firms of any size may find much
of it useful in training tax people. Needless to say, the comments
and sample forms in this book are intended as suggestions only
and are not definitive. The practitioner should consult an attor
ney about the legal consequences of any language or action and
not rely on these pages for the solution to significant specific
problems. The forms are not updated and, therefore, need to be
reviewed relative to current law before use.
The sources of the material in this book are multitudinous.
Some of it is adopted or adapted from my 1964 book, Building
and Maintaining a Successful Tax Practice (Prentice-Hall) and
from material I wrote for the department on “Managing Your Tax
Practice” in Taxation for Accountants during the several years
that I was the departmental editor. Much of this Taxation for
Accountants material was undoubtedly shaped by the helping
hands of my contributing editors, namely Mario P. Borini, John
Cooney, Professor Robert L. Grinaker, Jr., Allen Koltun, Jacob
Smith, Thomas A. Gianella, Jr., and Edwin J. Reimann. These
materials are used with the permission of the respective copyright
owners. Some of the material is taken from the Tax Practice
Manual of Laventhol Krekstein Horwath & Horwath and is used
with the permission of LKHH. Beyond that, many CPA firms
have generously made available forms, procedures, manuals, and
other publications, from which I have obtained ideas, made ex
cerpts, and gained in understanding.
Joseph F. Spilberg, executive partner of LKHH, provided en
couragement and assistance that made this project possible. Many
others of my associates at LKHH made substantial contributions
in reviewing material. I particularly want to acknowledge the
invaluable efforts of Charles Albert, Pierce Atwater, Dr. Phyllis
A. Barker, Rick Bondell, Leonard Campbell, William Carmen,
Charles Chazen, Bernard Cooper, John F. Dinger, Ronald
Drucker, Albert Ellentuck, Arthur Fixler, Marvin Greenberg, Har
vey Greif, Martin Helpern, Stuart Josephs, Nathan Miller, Mor
ton Nieman, Mike Pusey, Robert Richter, George Rosenbloom,
Lawrence Ross, Julius Rubenstein, Kenneth Solomon, Sol Stiss,
Morton Taubman, Sawyer Tuller, Karl Windhorst, and Darwin
Wolkow, as well as the tireless devotion displayed by my secre
tary, Christine Reed, in putting the manuscript together.

Last, but far from least, my thanks go to the members of the
AICPA Subcommittee on Tax Publications, who have patiently
worked with me each step of the way. They are Donald Skad
den, chairman, Irwin Dubin, John N. Kamp, J. Fred Kubik, Al
Kushinsky, Sol Meyer, Robert J. Mooney, Raynard M. Sommer
feld, and Bernard Werner. Backing up the committee were its
dedicated scribes, expediters, and “arm-twisters,” Joel M. Forster
and Stuart Shaw of the AICPA staff.

William L. Raby
Phoenix, Arizona
September 1974
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TAX PLANNING

Tax Planning

1

Tax Planning

1
Tax Planning
Preparation for Tax Planning

The CPA occupies an ideal position for promoting tax planning
engagements among his existing clients. The CPA who has clients
with substantial amounts of income and/or net worth has clients
who need tax planning. Further, the CPA gets paid for gathering
a great deal of the information he can use in selling his client on
the need for such services. Knowledge about a client is gleaned
in the process of preparing his income tax return. The CPA knows
much of what his client owns, for instance. If, like undeveloped
realty, this property is being held for appreciation rather than
income, there usually are taxes and other expenses deducted in
connection with it.
A client bulletin can be used to educate clients about the need
for tax planning, but some specific overt action on the CPA’s
part is usually needed to galvanize them into action. The specific
action most easily employed is the tax planning memo.
As the CPA and his staff do the work of preparing returns,
they should note any planning ideas that affect clients. For this
purpose, a separate “tax ideas” sheet in the clients’ folders is a use
ful device. Once tax season is over, the CPA should begin re
viewing the files of those clients who have more than a minimum
amount of adjusted gross income (say, $50,000). Why aim at the
higher income clients? The higher the client income, the higher
the client tax bracket. This has certain implications for the CPA.
First, the higher the tax bracket, the more valuable are tax
savings. If a man in a 20 percent tax bracket saves $100 in taxes,
this is the equivalent of earning an additional $125 before taxes.
If a man in a 60 percent tax bracket saves the same $100, this is
1-1

the equivalent to him of earning an additional $250 of taxable
income. At the same time, it may be three times easier to produce
a $100 tax saving for the man in the 60 percent bracket than for
the man in the 20 percent bracket. The former needs only an
additional $167 of deductions, for instance, whereas the latter
needs $500 of added deductions. Thus, the higher the tax bracket,
the easier it is for a tax plan to produce substantial results, and
the more valuable those results are to the client. Also, the higher
the tax bracket, the less the after-tax cost of fees. For instance, a
bill for $800 is sent to a client in a 60 percent tax bracket. Based
upon the CPA’s saving him $3,000 in tax, this is how the client
would fare.

Saving
Fee
Net

Pre-tax
equivalents
$7,500
800
$6,700

After-tax
equivalents
$3,000
320
$2,680

In other words, the tax planning memo is not a device too well
adapted to a wage earner or to the owner of a small store who
is netting $12,000 per year. There may be isolated situations
where a CPA can help these people, but most of the help they
need probably lies in the area of financial and managerial coun
seling and not in taxes at all.
Part of the CPA’s preparation for tax planning should also
consist of clarification of his own attitude toward tax planning.
If a CPA has compunctions about tax avoidance (as distinguished
from tax evasion), his clients should be aware of his feelings
before he starts providing them with tax advice. If his basic
approach is to resolve doubts in favor of his client as long as
there is reasonable support for his position, then the client should
also be aware of this attitude so that he can ask the CPA to be
more conservative in his approach, if that is what is desired.

The Tax Survey

Merely reviewing the client’s file often produces no results
without some sort of organized questionnaire, checklist, or survey
form. The tax services contain lists of specific types of tax savings.
1-2

For example, there is an eight-page section on tax savings, with
each item cross-referenced to a paragraph number where it is
more extensively discussed, contained in Federal Taxes, Volume
I, ¶1251 (Prentice-Hall). A survey approach is shown in Illustra
tion 1-1.
There is a danger, however, in the incorrect use of any sort of
checklist. The CPA might limit his thinking merely to the items
set forth and completely overlook something that the checklist
designer missed or thought unimportant but that may turn out
to be the most crucial element of all in the specific situation. For
example, the business tax planning checklist (Illustration 1-1)
at the end of this chapter asks about using pension plan contri
butions to accelerate or defer taxable income and asks about the
existence of various types of employee benefit plans, but it fails
to include questions on whether the plans, if any, have been care
fully reviewed to make sure they qualify in actual operation. Yet
such a question may, in a specific client situation, uncover prob
lems involving more dollars than any other item in the multi-page
checklist.
What is the answer? Review all the available input with care,
trying to ask, simultaneously, What conceivably could be done
to save taxes in this situation, no matter how harebrained it might
initially seem, and also, what issues could be raised in this area
by a revenue agent. If the inventories of a new car dealer repre
sent a significant dollar amount, knowing that auto prices tend
to move only upward, the CPA should be asking why his client
can’t use Lifo to cut his taxable income. Of course, if the client
is a wholesaler of TV sets, where prices have tended to move
downward over the years, the question might rather be directed
toward getting IRS permission to switch him from a cost basis
of valuing inventory to a lower-of-cost-or-market approach. While
reviewing officers’ salary expenses, the CPA might ask himself
what sort of substantiation he would want, if he were a revenue
agent, for this $10,000 per year that is being paid to the con
trolling stockholder’s wife for her services as secretary of the
corporation.
After having reviewed and noted all the points that need
follow-up, the CPA is ready to use a checklist advantageously.
The client’s situation and factual data are still fresh in his mind;
now he should review the checklist items to see if they suggest
1*3

anything further. The checklist, as discussed in chapter 5, is a
control device, a review tool, and an education aid as well.
But, again, only when intelligently used.
If the CPA feels that there are some things he can suggest to
the client, he should draft a brief memorandum pointing out the
general area that he feels needs exploring, with an estimate of
the results that might be expected. The memorandum should be
sent to the client, or given to him personally. In either event,
though, the CPA should call him in about three days to ask for
an appointment to go over the memo with him. Following is an
illustration of how this might work.
For several years a CPA had been doing the tax return for a
wholesaler of electronic equipment and supplies. The business
had grown rather rapidly in the preceding years, but net profit
had failed to keep pace with volume increases. The man was
unmarried, and the business was conducted as a proprietorship.
The CPA made no audit. Based upon observation of the business
and his experience with clients in similar businesses, plus some
comments made by the proprietor, the CPA felt that substantial
increases in profits were likely during the current year and for
some time into the future—and acquisition of the business by a
public corporation might be a possibility.
The proprietor, in addition to the business, had about $10,000
a year of dividend income plus some rental real estate. It took no
great imagination to see that he could benefit immediately from
forming one, or possibly two, corporations. The CPA wrote him
a memorandum to this effect, providing estimates of what his
income tax would be if profits were at various levels and he car
ried on as a proprietorship. Then the CPA estimated what the
taxes would be if a corporation were formed (including the rental
real estate, the stocks, and the operating business). The differ
ences were substantial. After giving him a few days to review the
memo, the CPA called him to suggest a conference. This led to a
complete projection of various approaches to forming the cor
poration, in which the proprietor’s attorney and the CPA worked
out different alternatives. They concluded that the real estate
and the stock should be kept out of the corporation—both because
of stock being made available to employees, and because they
concluded that in any subsequent exchange of stock in the corpo
ration for stock of a public corporation the earnings would be the
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primary determinants of price; thus, the realty and the stocks
might not be desired by a purchaser and hence might not be
fully reflected in any price.
The man had a personnel problem that the CPA had not been
aware of. The formation of the corporation gave him a way to
solve that problem through creating a stock option plan and a
stock bonus plan. Several years later, earnings having risen dram
atically, the stock was exchanged in a “B” reorganization for
stock of a publicly traded company, with both an earnings pay
out and a market guarantee (negotiated for the client by the
CPA), resulting in the clients receiving substantial additional
amounts of stock as the earnings of his unit continued to rise
while the stock market took a temporary dip.
The Report to the Client
Any service rendered to a client calls for a written report. If
he calls to ask anything but the most perfunctory question, the
CPA should send him a written memorandum reciting the ques
tion, the opinion rendered, and the authority for that opinion.
This report is all that a client sees of what has been been done for
him. By the time fee statements are sent, conversations are long
forgotten; but the written report is there in the file—tangible
evidence of the CPA’s technical work and of the responsibility
he takes.
A well-written report to a client, confirming even a brief
telephone opinion, will strengthen his faith in his CPA’s capa
bility as well as make him more receptive to fees. Generally,
the more extensive the engagement, the more extensive should
be the report. Because extensive written reports ideally should
cite pros and cons of any situation, one argument raised against
them is that they may inadvertently fall into the hands of an IRS
auditor and give him undue assistance in spotting issues, and/or
alert the IRS to a CPA’s possible strategy in fighting a deficiency.
Revenue agents do not have the authority simply to walk into
an office and start browsing through files. The client should
understand that the memos sent to him are confidential. They
should be maintained in a place secure against unauthorized ac
cess. They should be surrendered only upon a court order specifi
cally enumerating the items to be surrendered. In a situation not
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involving fraud, it is most unlikely that such an order would be
sought A practitioner who feels uneasy about this problem may
want to include in his memos to clients language similar to the
following: “This memo attempts to set forth our candid evalu
ation of the situation. It is solely for your confidential use. If it is
possible that this memo might fall into unauthorized hands, we
would suggest that you destroy it after you have read it.”
A second objection to putting any advice in written form is
possible extension of liability for professional negligence. How
ever, it can be argued that oral advice, with the possible lack of
mutual understanding as to either the question or the answer, is
more likely to produce misunderstanding, failure to follow
through, client unhappiness and ultimate estrangement, loss of
client, and possible litigation. The written report or confirming
memo may make it easier for the client to establish what advice
was given and that the CPA gave it, but this in itself should not
normally create liability exposures as long as the advice was
sound.
The practitioner who is able to type, may prefer to write his
own quick memos confirming telephone conversations and per
haps even draft longer memos and reports. But the tax person
who doesn’t type can function just as effectively if he uses almost
any type of dictating equipment. It is easy to pick up the dictating
microphone and, in about one minute, dictate a brief summary
of the telephone conversation. A day or two later, the rough draft
can be edited before anything is actually sent to the client or to
the file.
The general format of a report to a client will vary to fit the
nature of the assignment, the sophistication of the person to
whom the report is aimed, and other factors peculiar to each
specific instance. But, in general, a tax memo should set forth
the relevant facts, the questions posed, and the conclusions or
recommendations, with appropriate discussion to support them.
Illustration 1-2 is an example of a brief memo dealing with a
specific question; Illustration 1-3 is an example of a longer memo
dealing with a possible future reorganization.
Another type of planning letter is generated from a review of
tax returns. An example of a planning letter arising from such
a review is set forth in Illustration 1-4. And, of course, many tax
planning opportunities are uncovered in connection with the
audit review of the tax liability accrual. Finally, it should be
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noted that tax planning ideas frequently flow more freely when
the CPA has been out in the field and has spent time with the
client’s people and at his place of business. One walk through
a manufacturing plant, a warehouse, or other business location
frequently can suggest numerous questions on such matters as
inventory and depreciation methods, the investment tax credit,
WIN program opportunities, and so forth.
Use of Time-Sharing Computer Terminals
The increasing complexity of tax practice and the ever grow
ing capabilities of computers make it important that accountants
keep abreast of the many ways that computers can be useful in
tax planning, tax compliance, and tax administration. Time-shar
ing makes computer services available to the accountant in his
own office through a terminal similar in appearance to an electric
typewriter.
Terminals may be purchased or rented from a variety of
sources—the cost varying with the speed and sophistication of the
terminal. The familiar teletype terminal may be purchased for
approximately $1,200 or rented for around $50 per month. This
earliest of the time-sharing terminals is rather noisy and not very
fast, printing ten characters per second. Faster (usually 30 char
acters per second) and more sophisticated terminals may cost
$6,000 to $10,000, with rentals in excess of $200 per month. Term
inals in the range of $100 to $125 per month should be quite
adequate for the normal tax department.
Most terminals operate on standard 115-volt electric current
and communicate with the computer over normal voice-grade
telephone lines. Some are portable and can be used anyplace
that an electrical outlet and standard telephone are available.
Once he has acquired a terminal, the accountant may subscribe
to one or more of the several time-sharing systems that are avail
able. The system provides the computer power and also makes
available to the subscriber a library of computer programs. In
addition, each subscriber may write and store his own programs.
It is also possible, in some instances, to acquire programs on a
fee or royalty arrangement from another CPA firm. These pro
prietary programs may be acquired directly from the owner or
in some cases may be available through the time-sharing service,
which will bill the user and remit fees to the owner.
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Some readily available programs in the tax areas are—
Income averaging.
Alternative tax.
Maximum tax.
A combination of the above, giving the most advantageous
result for the taxpayer.
“Bardahl” test.
Income tax calculation.
Estate tax calculation.
Estate tax liability where U.S. bonds with a market value
below par can be used to pay estate tax at par.
Projections of cash flow, taxable income, adjusted basis, mort
gage balance, and Sec. 1250 recapture potential for real
estate.
Depreciation schedules.
Calculations of discounted rates of return on investment and
of present worths of cash flows over life of investment.
Projected after-tax cash flow from purchase of a security at
time zero, sale at a later date, and dividend or interest
income received, plus rate of return during period held.
Illustration 1-5 contains the documentation for one of the
above programs, showing both the information that must be fed
into the terminal and the actual terminal run itself. Note that
the modus operandi of the program, as is true of many time
sharing programs, is a series of questions. Once the program is
activated, the computer causes the terminal to type a question,
then pauses. The terminal operator then types an answer. The
computer causes the terminal to type another question, and so
forth. Many other programs utilize a printed “input sheet” that
includes a similar set of questions, with spaces for the accountant
to write in the necessary answers. Once the program is run, the
terminal types out instructions, such as “Input items 1 through
12 separated by commas.” This arrangement has at least two ad
vantages: it normally requires less terminal time, and it makes
it more convenient for the accountant to fill in the necessary data
at his desk and then turn the input sheet over to a terminal
operator for the actual running of the program. It has a dis
advantage in that the printed input sheets must be changed
whenever the program is modified or updated. Use of the ter
minal with either of these formats involves minimal technical
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instruction in computers or programing.
The real question is whether or not the use of the computer
terminal for tax planning, compliance, and administrative pur
poses can achieve cost and/or time savings over manual tech
niques. In addition to the cost of the terminal itself, which was
discussed earlier, there is also the cost of subscribing to a time
sharing service. There are several such services and their fee
structures vary somewhat, but fees typically are based on a com
bination of factors, such as total terminal connection time, actual
computer usage, and volume of input and output. One of the
largest services has a fee structure as follows:

Terminal connect time
Computer time
Input-output

$10.00 per hour
$ .40 per second
$ .10 per 100 characters

The $.40 per second for computer time may appear to be more
significant than it really is. A rather complex program that takes
45 minutes or an hour to run may require as little as one or two
seconds of computer time. Time-sharing services usually have
a minimum charge, with $100 per month being quite common.
These cost figures may be more meaningful if related to specific
programs. It might cost from $1 to $3 to run a fairly simple pro
gram such as the calculation of tax under income averaging (in
cluding a printout of information necessary for Schedule G), the
computation of alternative tax (including the pertinent Schedule
D information), or the calculation and printout of a depreciation
schedule. A more complex program, such as those used in estate
planning or in real estate investment analysis, might cost from
$10 up to $25 or $50. These more complex programs can often
replace several days of “pencil pushing.”
New costs will be generated by using the computer. In addition
to the direct computer charges, there are the added expenses of
training personnel and establishing work flow between the pro
fessional staff and the terminal operator. These costs are offset
by savings elsewhere—speed, accuracy, and printouts that don’t
require retyping.
The decision matrix is in the trade-off between the input re
quirements and the calculation requirements of an assignment.
If the major portion of work consists of assembling data, the
job should be done by hand. If data is readily available, the
job can be done by computer if a suitable program exists. While,
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for example, projection of estate tax under a single set of assump
tions would indicate manual preparation, estate tax projections
under a variety of alternatives, as in a planning situation, would
indicate computer use.
As the price of terminals drops and the availability of pro
grams and user know-how increases, the terminal will increas
ingly become a tool for tax work in even the smaller offices. For
example, the services that prepare tax returns on computers from
input sheets furnished by the CPA are already beginning to store
the data in a form that is accessible through a terminal. The CPA
conferring with his client, and wanting to project likely currentyear tax liability, will access the computer service through his
personal terminal, punch in the client identification number, his
own user number, and call up an income tax projection program.
The CPA will indicate the ways in which it is estimated that the
current year will differ from the prior year (for example, capital
gains of $250,000, one fewer dependent, everything else the
same), and the terminal will give him the tax liability plus what
ever supporting detailed computation he wants to pay for.

Miscellaneous Year-End Tax Planning
To the extent possible, the CPA should set up a year-end tax
planning session with each of his more important clients. These
sessions should be scheduled in November for calendar-year cli
ents, and in the second month prior to year-end for fiscal-year
clients. The major purpose of such a session is to review the busi
ness and personal tax situation of the client and determine what
possible steps can still be taken to obtain desired tax results.
Attention should be focused on the impact of new tax legislation,
new cases, and new developments in the client’s affairs. Fre
quently, such a year-end tax planning session can generate longerterm ideas that can be developed into specific tax planning en
gagements.
Most year-end tax planning can be categorized as follows:
1. Accelerating deductions.

2. Deferring income.
3. Preventing possible penalties (for example, for underestima
tion, unreasonable accumulation of earnings, personal holding
company status, voiding of subchapter S election).
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4. Clarifying ambiguous transactions.

5. Preserving supporting evidence.
Illustrations 1-6 and 1-7 set forth a year-end tax review pro
cedure for, respectively, an individual and a corporation.
In the foregoing list, points (1) and (2), accelerating deduc
tions and deferring income, are well covered by special booklets
put out toward the end of each year by the tax services. Point
(3), preventing possible penalties, is covered in part by these
publications, but also requires a fairly sophisticated review of
the client’s operations to spot possible risk areas. The last two of
the five points above can only be handled by finding out what
has been happening during the year from the client—preferably
as part of an interim audit engagement where the client has farflung, numerous, or complex activities.
Techniques of Long-Term Tax Planning
Long-term tax planning tends to emphasize—

1. Creation of additional taxpayers in order to get more ex
emptions and lower average rates.

2. Use of corporations and trusts to move income into lower
tax brackets.
3. Creation of deductions while control of wealth is retained,
through the use of tax-exempt organizations (such as foundations
and cemeteries), pension and profit-sharing trusts, estate plans
which bypass one generation although giving it a limited power
of appointment, and so forth.
4. Use of family partnerships, subchapter S corporations, and
gifts of income-producing property to redistribute income within
the family group.
5. Shifts from taxable to tax-exempt or tax-favored forms of
income (for example, income subject to depletion, income taxed
as capital gains, income the taxation of which is deferred).

Tax planning, therefore, involves seeking out alternatives, pro
jecting the likely results if they are adopted, and then malang
decisions based upon evaluation of the acceptability of those
results. It requires knowledge of the tax law, knowledge of the
client s affairs and of business and investment matters generally,
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a fair degree of imagination, the ability to reduce ideas to num
bers, and a willingness to follow through after a decision has
been reached to properly implement and document it.

General Rules of Tax Planning
A tax plan should meet the following general tests:
1. Any tax-motivated transaction should be either (a) clearly
permitted by a statutory provision (for example, DISCs, a con
solidated return election, filing of joint returns, and so forth) or
(b) supported by a sound non-tax purpose.

2. The plan should permit adjustments as conditions change.
Where the plan involves decisions (such as gifts) that are irre
vocable, the provisions of the tax law relied upon should appear
relatively permanent.

3. The CPA should avoid extremism. Two corporations may
work well, while 20 corporations won’t work at all.

4. He should evaluate the willingness of the client to follow
through on the plan. What is promised to be done must in fact
be done. The best plan can fail if the evidence indicates that the
plan was more form than substance.
5. The CPA should research the tax aspects of the plan with
at least as much care as he would research a tax controversy and
evaluate his research conservatively.
6. He should then make a quantitative projection of the results
of adopting the plan under varying assumptions as to future con
ditions and estimate the expenses and inconveniences involved,
not just the savings.
7. Qualitative projections of the results of adopting the plan
should be made. If the client is a person who is averse to con
troversy or litigation, a tax plan that is likely to embroil him in
either may not be doing him a service.

The Client’s Role in Planning and Tax Analysis

The key to effective quantification in tax planning is to dis
cern what results the client anticipates.
Tax planning involves client decisions: the client himself must
make the final decision as to what tax policies and what tax
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procedures he will adopt. But the client is not an expert in taxes;
someone must help him see the tax consequences of alternatives
as he moves through the decision-making process. A CPA’s ob
jective for his client is that this decision-making be rational—that
is, that the client make his decision with a reasonable under
standing of the alternatives open to him and the relative possible
effects of adopting these alternatives.
The CPA is, by the nature of the decision-making situation,
forced to speculate about the future. As to the tax rules in the
future, the CPA is forced to act the role of forecaster, apprehen
sive though he may be about assuming it. If the CPA simply
describes results under present rules, the client tends to project
these as the results he will encounter in the future—which may
not prove to be the case.
As to the business and personal situation, the client’s expecta
tions of the future are what counts. Although these are typically
vague, sometimes the CPA can help him pin down what he be
lieves will happen. This may require a fair amount of digging.
The following brief exchange illustrates the kind of interview
between client and practitioner that may be necessary. The CPA
and the client are discussing incorporating his hitherto unincor
porated business.

CPA: How do you think business profits will be for you over
the next few years?
Client: It’s hard to say. We have our good years and we have
our bad. I’ll make out okay.
CPA: You earned $40,000 last year—that was your fourth year
in business. The year before that, you earned $20,000; before
that, $14,000; and in your first year, you netted only $10,000.
Client: I’m over the hump now, if that’s what you mean. If
Tucson keeps on growing, I should grow right with -it. I don’t
think I’ll ever earn less than $30,000 again.
CPA: For the next two years, what are the betting odds that
you could earn an average of, say, $80,000 or more?
Client: $80,000? Maybe one chance in five.

CPA: How about $60,000 or more?
Client: That’s more in the cards. I’d say there’s a fifty-fifty
chance I could swing that. Of course, my wife wants me to take
it a little easier, take a trip to Europe, maybe, in a year or two.
That’d cut things down a bit.
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CPA: How about earning $50,000 or more?
Client: That's almost a cinch.
CPA: What kind of odds?
Client: I’d say eight chances out of ten.
Here is what the CPA may have been jotting on his analysis
sheet while they were talking:

Profit
$80,000
70,000
55,000
45,000
35,000
25,000

Probability
.2
.3
.3
.1
.05
.05
1.00

Weighted
Profit
$16,000
21,000
16,500
4,500
1,750
1,250
$61,000

What the CPA has done is taken the mid-points of the profit
ranges he set up by his questions, determined the probability
(on a scale where 1 represents certainty) of a particular amount,
and, computed what the client seems to expect his profit will be.
Now the CPA has some data on which he can focus. How would
a corporation work out for this client, tax-wise, at a profit level
of $61,000? At which points would it prove disadvantageous?
What are the probabilities (based on the client’s assessment of
the situation) of having profits rise or fall to these disadvan
tageous levels?
The client must also clarify for the CPA the degree to which
he is willing to assume tax risks, such as the risk of a tax contro
versy. Again, this requires that the CPA take the initiative. The
client may say that he doesn’t mind getting involved in a tax
controversy, but is he adding, under his breath, “So long as it
doesn’t cost me anything in fees, added taxes, or interest.” The
CPA is likely to find that the majority of his clients are conserva
tive planners. If the cost of deferring an amount of tax, including
interest and fees, is no more than they can earn in other uses of
the money, they may be willing to assume a risk of controversy
if the payoff in possible tax savings is great enough. The CPA
should be certain that the client understands clearly what risks
are involved, and what they may cost.
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Once a plan has been agreed upon, the practitioner should de
cide with the client and/or his attorney who is to execute the
steps that need to be taken to implement it. This is not only a
business-like way of handling any assignment, but is also a good
business builder for the CPA in terms of the immediate assign
ment, as well as the goodwill of other professionals who may be
involved. Illustration 1-8 is an example of a checklist used for
this purpose when incorporating a business.
Projecting Investment Alternatives
Problems frequently come to the CPA in rather specific form.
A client proposing to acquire a new plant may want to know
whether he should purchase it or lease it. The CPA (based on
his assumptions about future tax rates and the client’s assump
tions about future profit levels and property values) can give the
client a picture of the cash flows that purchasing and leasing
will entail after taxes. This information, adjusted, perhaps, to
put all of the cash flows involved on a common basis through
the use of a discount factor, provides the client with the after-tax
consequences of each of the two specific alternatives he is con
sidering. Assuming the following facts, here is how such an
analysis might be made:
Purchase of the land and building would cost $500,000, a sub
stantial portion of which could be financed through a mortgage.
The mortgage, however, in the opinion of the client’s president,
will impair the borrowing power of the corporation for other
purposes. The lease would be for 20 years, at a rental of $80,000
per year. All other expenses would be the same, whether the
plant was leased or purchased. The estimated value of the land
at the end of 20 years would be $200,000 (it is now $100,000)
while the value of the building would be about $100,000. The
client’s president believes that other internal investment oppor
tunities tend to offer an after-tax return of 10 percent. The CPA
assumes an effective 60 percent tax rate over the 20 years (fed
eral plus state). Straight-line depreciation would be used for
book and tax purposes.

The first step in analysis here is to decide on an approach. There
are two alternatives: If the client leases, he has no investment to
make; if he buys, he does have an investment. The first problem,
then, is the question of how, if at all, to reflect the manner of
financing the investment.
1-15

In the statement of the problem, it was remarked that placing
a mortgage on the building would impair the corporation’s bor
rowing power for other purposes. Will signing a 20-year lease
have the same effect? It may, but to keep the analysis simple,
assume that after checking with the corporation’s bank and its
underwriter, the CPA concludes that the lease will not impair the
corporation’s ability to raise capital (debt-wise or equity-wise).
The conclusion is that the question of financing the purchase is a
separate problem more closely connected with corporate financial
policy than with this one decision. It is decided to proceed on
the basis that the client will make the equivalent of an immediate
cash investment of $500,000 if he adopts the alternative to buy.1
Using straight-line depreciation, the write-off, over 20 years,
of the difference between the building cost of $400,000 and esti
mated value after 20 years of $100,000 would produce depreci
ation of $15,000 per year. This would result in a tax reduction of
$9,000 per year. After 20 years, the property would have a basis
of $200,000. Its sale for $300,000 would incur a 30 percent tax on
$100,000, or leave an after-tax cash inflow of $270,000.
If the client buys, he pays out $500,000 now. He receives back
the savings from purchasing, which consist of the $9,000 tax
reduction due to depreciation on the building plus a $32,000 re
duction in cash outflow after tax which he would otherwise incur
through leasing, or a total of $41,000 per year for 20 years, which
amounts to $820,000. He also will be in a position to obtain
$270,000 at the end of 20 years. In terms of cash flow, then:
Lease

Buy
year
0
1-20
20

Before
tax
-500,000

300,000

After
tax
-500,000
9,000
270,000

Before
tax

After
tax

-80,000

-32,000

Buy-Lease
After-tax
Difference
-500,000
41,000
270,000

1 If this were a small company, with no general ability to
unsecured basis, so that the financing problem was inseparable from the
acquisition problem, the analysis would need to be altered to show the
cash outflow on the purchase money mortgage. The solution to this type
of problem is conceptually the same as the one discussed here, but the
computations are more involved.
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Thus, he will get back $1,090,000 on an investment of $500,000
—or a profit of $590,000. If a dollar today is equal to a dollar
received 5, 10, or 20 years from now, the client could calculate
that he earned $29,500 per year ($590,000 ÷ 20 years) on an
average investment of $250,000, or a return on investment of
11.8 percent. He could—but he shouldn’t! The client here wants
to know at what discount rate the savings from purchasing of
$41,000 per year after taxes, plus $270,000 after taxes 20 years
from now, will equal the $500,000 present investment that is re
quired to take advantage of the purchasing alternative. With a
little trial and error, the CPA can solve this problem through
the use of two tables—a table of present value of an annuity of 1
(at the end of various periods and for various interest rates) and
a table of the present value of 1 at compound interest.
Present Value
at 7%
$1 for twenty years
10.594
$1 twenty years hence
.258

Amount
41,000
270,000

Total
434,354
69,660
504,014

A standard time-sharing program, at a cost of about $2.00, could
be used to get the same answer.
Thus, the client’s return on investment if he buys, as com
pared to the alternative of leasing, is 7 percent. The client be
lieves other investment opportunities offer an after-tax return of
10 percent, so he is apt to reject this particular one. Presenting
the analysis in this form will allow him to equate any given op
portunity with others—that is the utility of the approach.
Within the framework of this analysis, the CPA can also re
flect the effect of different assumptions upon the rate of return.
Suppose, for instance, that instead of $300,000, it was anticipated
that the value of the property would be closer to $500,000. What
is the effect of this change in the assumptions? The CPA will find,
going through the same analysis, that the return on investment
will be increased, of course, but only to about 7% percent. If
accelerated depreciation is used, the analysis is complicated by
the need to use a separate present value factor for each year, but
is otherwise similar. It should be apparent that accelerating the
rate of depreciation will increase the return. A time-sharing pro
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gram will allow this type of “what if’ question to be readily
answered.
The same technique can be used to measure many other vari
ations on the same theme. Suppose the problem dealt with
equipment rather than a building, and that the client could re
ceive a 7 percent tax credit for the investment in the year of in
vestment, all other factors in the foregoing analysis remaining the
same? A 7 percent credit would reduce the investment by $35,000, or to $465,000 after tax. This, in turn, would also raise the
return on investment to about 7¾ percent.
More complex situations along the same line usually require
somewhat of a sequential approach to the alternatives, or else an
almost infinite number of projections. After setting up a range of
alternatives, the CPA may be able to group them, analyze the
alternatives in a group, and arrive at a reduced number of al
ternatives, which can then be compared with each other. Or,
that alternative requiring the least investment may be taken as a
base, and the incremental return on investment of the remaining
alernatives, in order of size of investment, can be computed on
this pre-established base. In all of this, the CPA will find the
computer terminal an invaluable tool.

Projecting Alternatives in Noninvestment Situations
Return on investment is a meaningful approach for only a lim
ited number of tax problems. However, the same basic analytical
tools mentioned in this chapter can be applied to noninvestment
situations. The basic insight is to recognize that the CPA is deal
ing with projections of alternatives—which is to say that the CPA
attempts to predict the results of several different approaches
to a situation. Since tax planning deals with the future, tax plan
ners need a technique for measuring the degree of uncertainty
surrounding various facts. The tool that the CPA might use here
is subjective probability. At the same time the tax planner needs
a way to equate dollars at different points in time. The present
value of a future sum is a tool to achieve such an equalization.
Some noninvestment situations are so simple that they need
no complicated analysis. For example, a corporate client in the
moving and storage busines has for the past ten years rented out
a part of his buildings. Now, for various business and tax reasons,
the corporation would like to separate the buildings from the
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moving and storage business. It is proposed that they be trans
ferred to a newly formed corporation, and its stock distributed
to the corporate shareholders under Sec. 355. The CPA has satis
fied himself that the business reasons are sufficient and that the
rental activity was substantial enough to constitute a separate
business conducted for over five years. It is the CPA’s opinion
that there is only a remote chance that the Tax Court would find
the transaction taxable. Of course, if that chance materialized,
the stockholders (four in number) would be taxed on almost $2
million of dividend income in one year. Having no substantial
resources other than the corporation, they would very likely have
to liquidate the business they have spent their lives building in
order to pay the tax.
This example is not meant to imply that effecting a Sec. 355
transaction is simple. Evaluation of this situation is simple,
though: The clients cannot afford to run even a slight risk when
this really means a chance of being wiped out. Thus, before the
CPA can advise them to proceed with the Sec. 355 transaction,
they should obtain the assurance of a private ruling (see chapter
12 for a discussion of private rulings). Needless exposure to a risk
of disaster is never rational, no matter what the arithmetic of the
situation may indicate.
Other tax planning problems offer more fertile ground for
logical analysis. Take the situation of a closely held (one-stock
holder) corporation with a possible problem of unreasonable ac
cumulation of earnings. The sole stockholder, to make the ex
ample simple, is in a 50 percent tax bracket for all additional
amounts of income he may receive. The corporation is in a 50
percent tax bracket, also. The penalty surtax is 27½ percent. The
corporation is earning 12 percent before tax, investing its “excess”
funds of $100,000. Current-year “excess” earnings will be about
$50,000. What alternatives are there? The corporation may—
1. Do nothing, and run the risk of the penalty. The facts are
sufficiently ambiguous that the CPA thinks there is some chance
of working out a compromise on the penalty issue, even if the
issue is raised.
2. Increase the stockholder’s salary to an amount sufficient
to absorb $30,000 of the corporate earnings; though, it may then
be so large that the IRS may attempt to disallow part of the
salary as unreasonable.
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3. Invest in a related business. The client thinks he can earn
an annual return of about 5 percent if he does this.
4. Pay out current earnings as dividends.
While it is unlikely that the CPA will do as formal an analysis
as the one indicated by the following illustration, the illustration
should clarify the factors involved in an analysis. The figures are
simply more specific versions of the general comments above.
I
Initial loss (compared with alter0
native 1)
Probability of no issue’s being
.2
raised or no audit’s being made
11,202
Weighted cost of alternative
Total weighted cost plus loss 11,202

Alternatives
2
3

4

0

5,250

25,000

.2
8,390
8,390

.3
2,923
8,173

1.0
0
25,000

The initial loss is relative only. In many situations, instead of
a loss, it will be a saving. Whichever it is, though, it is meaning
ful only if a constant base is employed for its measurement. One
constant base is the alternative of allowing things to continue as
they have been without change.
In the illustration, therefore, alternative 1 is the base. Since
the reduction in corporate tax in alternative 2 is, with the tax
rates assumed, exactly offset by the increase in the stockholder s
tax—there is neither a saving nor a loss. The analysis ignores
any possible capital gain tax on liquidation of the corporation.
It assumes that the sole stockholder will hold his stock until he
dies—and at that time the property will get its then fair market
value as the basis for the next generation.
In alternative 3, a $10,500 before-tax loss results in an assumed
$5,250 after-tax loss from investing $150,000 at 5 percent instead
of at 12 percent. Actually, this involves some assumptions as to
the timing of cash flow within the corporation. The example as
sumes an average of $50,000 was available from current earnings
throughout the year to add to the $100,000 already available. In
alternative 4, the stockholder incurs a tax of $25,000 on the divi
dend distribution.
With 1.0 representing certainty and 0.0 representing impossi
bility, the probability of the return’s not being audited or the
issue’s not being raised is the CPA’s subjective evaluation of the
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situation. If the corporation pays out all of the earnings as divi
dends (alternative 4), it is certain (probability of 1.0) that no
issue of unreasonable accumulation will be raised.
The weighted cost of the alternatives requires a separate
schedule for each alternative. Each of the figures, including the
probabilities, entering into that schedule is simply the CPA’s
judgment—reinforced, where possible, by help from other tax
people. (See the schedules following for the computation of the
weighted cost of alternatives.)
It should be noted that the “tax plus penalties” amount is the
CPA’s best estimate of the possible settlement at that level. The
other amounts are the CPA’s best estimate, while the “probability
of settlement” is a subjective estimate, that is, a guess. The total
of the probabilities of settlement at various levels, plus the likeli
hood of no audit or no issue being raised, will add up to 1.0,
that is, certainty.
Key:
A Settled
B Settled
C Settled
D Settled

prior to 30-day letter
at Appellate Division level
in pre-trial status
by court decision
Alternative 1

Cumulative costs, if settled:
Interest
Accounting fees
Legal fees
Appraisal fees
Other fees
Photocopying, etc.
Mileage and travel expense
Other deductible
Total deductible
Less: tax benefit
Sub-total
Tax plus penalties
Net cost
Probability of settlement
Weighted cost

A
900
200
100

1,200
600
600
15,000
15,600
.4
6,240

B
1,000
300
300

C
1,000
400
600

100
50

150
150

1,750
875
875
12,000
12,875
.3
3,862

2,300
1,150
1,150
10,000
11,150
.05
557

D
1,400
500
1,000
200
200
300
100
3,700
1,850
1,850
9,000
10,850
.05
543

The total weighted cost ($11,202) is then carried forward to the
summary sheet and inserted under alternative 1.
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Cumulative costs, if settled:
Interest
Accounting fees
Legal fees
Appraisal fees
Other fees
Photocopying, etc.
Mileage and travel expense
Other deductible
Total deductible
Less: tax benefit
Sub-total
Tax plus penalty*
Net cost

Probability of settlement
Weighted cost

A
600
300
100

Alternative 2
B
C
800
900
400
500
400
800

D
1,000
600
1,400

150
100

200
300

500
300
600

1,000
500
500
10,500
11,000

1,850
925
925
9,000
9,925

2,700
1,350
1,350
8,000
9,350

4,400
2,200
2,200
6,000
8,200

.5
5,500

.2
1,955

.1
935

0
0

* Combination of treatment of portion of salary as dividend and imposition
of penalty surtax.

Some practitioners take the position that it is improper to re
flect the likelihood of an IRS audit or the likelihood, in the event
of such audit, of the issue in question being raised by the agent.
Such a position reflects a confusion between two separate aspects
of the practitioner’s responsibility.
First, of course, it reflects a realization of the AICPA position
(discussed in chapter 11) that while the CPA is an advocate in
tax matters, there must still be support (in the cases, the law, the
rulings, or the logic of the situation) for any position that he takes
in preparing a return. Thus, it would not be proper for a CPA to
prepare a return on which he knowingly showed a deduction as
“insurance expense” for nondeductible premiums on corporate
life insurance of which the corporation was the beneficiary. In
deciding whether it is proper to take a position, the CPA should
not be concerned with whether the return will be examined or
whether the item in question will be discovered or not. If there
is absolutely no support for the position, then the CPA is not
justified in being associated with a return taking that position.
The second aspect of the problem only comes into view after
it has been decided that the position does have such support,
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even though it may be contested by the IRS. This second aspect
is the full communication of what is involved to the client (and
the evaluation of the tax liability accrual in audit situations, as
discussed in chapter 15). The chances of the return’s being
audited or of the issue’s being raised are then relevant informa
tion vital to the client in making an informed decision as to the
alternatives posed to him.

Opinions on Proposed Transactions

A CPA is frequently asked to give his written opinion on the
tax consequences of proposed transactions. Some CPAs refuse to
give such opinions, since they consider that the opinions are
worthless and that the client wanting some assurance should get
a ruling from the IRS. The majority of CPAs, however, do give
their clients written opinions, realizing that there are many situ
ations in which the IRS, as a matter of policy, will not rule
or will take a position that may be contrary to the law, or there
is just not sufficient time to get the ruling.
What of the situation in which a client engaged in promoting
something comes to the CPA for help in projecting the tax con
sequences? What type of information can the CPA legitimately
work up for his client, and what type of opinion or disclaimer
should he give in his transmittal letter? Perhaps some sample
opinions will hint at answers to both questions. The transmittal
letter is typically addressed to the promotional vehicle, which
may be a corporation, a limited partnership, or any other type of
entity, although limited partnerships appear to be particularly
popular for this purpose. The letter should not be addressed
“To Whom It May Concern” or “To Prospective Investors.” A
letter of this type might read:
We have prepared the following projections of tax effect and
cash position for an investor in XYZ, a limited partnership, which
are reflected on Schedules A through E attached hereto:

Schedule A—Projection of Taxable Income (Loss) for Investor
Paying $10,000

Schedule B—After-tax Cash Benefit and Cumulative Cash Posi
tion to a 70 Percent Bracket Investor Able to Invest
Funds at 3½ Percent, After Taxes
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Schedule C—After-tax Cash Benefit and Cumulative Cash Posi
tion to a 60 Percent Bracket Investor Able to Invest
Funds at 3½ Percent, After Taxes
Schedule D—After-tax Cash Benefit and Cumulative Cash Posi
tion to a 70 Percent Tax Bracket Investor Able to
Invest Funds at 6 Percent and 10 Percent, After
Taxes

Schedule E—After-tax Cash Benefit and Cumulative Cash Posi
tion to a 60 Percent Tax Bracket Investor Able to
Invest Funds at 6 Percent and 10 Percent, After
Taxes
These projections are based upon information and assumptions
submitted to us which are noted on each schedule.
Since the projections represent estimates of income, expense,
and cash flow and are based upon present federal income tax
regulations which are subject to change, we do not express an
opinion on the forecasts.

Another type of opinion letter, after the explanation of what
schedules are being transmitted, might go on to say
These projections have been compiled from information fur
nished by your organization which has not been examined by
us and we express no opinion thereon. We have, however,
checked the compilations of the aforementioned projections for
mathematical accuracy and the reasonableness of income tax
interpretations. Insofar as these matters are concerned, it is our
opinion that the compilation has been properly prepared. Since
the projections are predicated on the occurrence of future
events which are subject to changes in economic and other cir
cumstances, we express no opinion on the likelihood of their
consummation.

The physical format for this type of projection varies sub
stantially. At one extreme, the CPA’s letter and exhibits consti
tute the entire presentation made by the client. At the other

extreme, somewhat analogous to a corporation annual report, the
CPA’s letter and related schedules are tacked on at the end while
the bulk of the report consists of background information and
conclusions drawn from the exhibits.
It can be argued that the CPA profession is not merely a col
lection of unrelated and disjointed services (audit, tax, MAS)
that have accidentally assembled within a particular firm. Its
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practitioners have a common body of knowledge, although some
may have specialized more than others in certain aspects of prac
tice, and a common code of professional ethics. It can also be
argued that in all those areas where the CPA lends credibility
to data, whether financial or not, the profession should be held
together by reporting standards that are common to all thirdparty opinions. Tax opinions constitute an area where the pro
fession does lend credibility to projections, whether in word or
number, of the tax consequences of transactions. The CPA holds
himself out to the public as being particularly skilled in tax mat
ters, and the public accepts the CPA as a tax expert. The situ
ation is, in essence, no different from the CPA’s acceptance by
the public as an expert on financial statements, and it can be
argued that the reporting standards applied to tax opinions, to
the extent appropriate because of the different nature of the
underlying data, should be essentially the same as those applied
to opinions on financial statements.
Illustration 1-9 sets forth a sample tax opinion policy state
ment for a CPA firm, reflecting the point of view set out in the
preceding paragraph. This approach, it should be emphasized,
goes considerably beyond anything that is presently required of
the CPA by the AICPA or the IRS.
Illustration 1-10 presents some sample cautionary language
that might be inserted in a tax opinion that is intended to be
relied upon by proposed limited-partnership investors.
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Illustration 1-1

Client Business Tax
Planning Survey Form

Business Tax Planning Checklist
Client Name___________________________________ No.____________

Year Ended_________________ Prepared by______________________
Audit
Tax Date

Client letter by__________________ Reviewed by___________________
Date
Date
This Business Tax Planning Checklist has been prepared so that a “yes”
answer to any question indicates a client need. Please explain briefly each
“yes” answer by writing on the face of the checklist, with cross references
to working papers or permanent files or with comments on exhibits pre
pared by you and attached to the checklist.
This checklist was prepared in a manner to be used by accountants on
both the tax and audit staff with varying degrees of tax expertise. To make
it more useful, we have inserted numbers in parenthesis (“IRC,” which
are references to the Internal Revenue Code section number) and para
graph numbers (“Para.,” which are references to the applicable paragraph
provision in the U. S. Master Tax Guide). This form is not required to be
completed each year for each client. Instead, its use is optional, to be
applied to clients when directed by the client-contact partners.
Three separate checklists are provided for business tax planning, de
pending on the organizational form of the client, as follows:
Corporate Business Tax Planning Checklist
Supplement 1—Closely held corporations*
The Corporation Business Tax Planning Checklist is composed of
ten parts as follows:

I.

A.
B.
C.
D.
E.
II.
III.

General
Corporate Structure
Tax Planning
Taxable Year
Employees and
Fringe Benefits

F. State and Local Taxes
G. Depreciation, Amortization,
and Related Assets
H. Expenses and Deductions
I. Dividends and Distributions
J. Earnings and Profits

Individual Business Tax Planning Checklist
Partnership Business Tax Planning Checklist

*The supplements should be completed for any corporate clients that are con
sidered as “closely held” or “multiple.”
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CLIENT
I. CORPORATE

A. General
1. Can you suggest any beneficial changes in
accounting methods for tax purposes:
Depreciation (method or life)
Reserve method for deducting bad debts
Inventory valuation (e.g., change to LIFO)
(Para. 653)
Use of installment sale method
Other___________ (Para. 616)

2. Is it possible for this corporation to adopt a
fiscal year if it does not already have one?
(Para. 607)
3. Does the corporation have any:

a. Assets which do not show on Schedule L
b. Liabilities which do not show on
Schedule L

4. Are there any material transactions with re
lated entities? (Para. 1105)

If so, is there any doubt that they are at
arm’s length? (Para. 685)

5. Do our files or those of the client fail to
“build a record” to support items such as
Section 482 allocations, travel and enter
tainment, capitalization, and the like?
6. Is the corporation failing to make estimated
tax payments sufficient to avoid penalties?
(Para. 218-222)
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YES

NO

N/A

Illustration 1-1

YES

NO

N/A

7. Is the client including in inventory, perhaps
as part of overhead, costs which could be
charged to expense? (IRC 471) (Para.
649-655)
8. Does a review of client’s miscellaneous in
come and other income accounts indicate
any special types of taxable income, for ex
ample an involuntary conversion?
9. After reviewing all applicable supplemen
tary checklists such as the election check
list, have you listed all follow-ups needed?
If so, have you arranged for a letter to ad
vise client?
10. Could capital losses be realized this year
and be used to obtain refunds by being car
ried back? (Para. 972A)

B. Corporate Structure

11. Has any stock been redeemed? (Para. 750753)
12. Is there a possibility of forming one or more
subsidiaries? (Para. 213 and 215)
13. Is there a possibility of a split-up into two
entities (Para. 215)—

a. By a transfer of assets?
b. By a transfer of business function?
c. By a transfer of a separate branch or loca
tion?
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14. Is there a separate business within the cor
poration which could be spun off under Sec
tion 355? (Para. 917)

15. Are there any related loss companies with
which the present company could be
merged? (Para. 932, 933 and 1124)
16. If the acquisition of a corporate business is
contemplated, has consideration not been
given to—

a. Retaining the tax basis of the assets of the
acquired corporation? (Para. 930)
b. A step-up in basis of the assets acquired?
(Para. 930)

c. Retaining any tax benefits enjoyed by the
acquired corporation, such as net operat
ing losses, deficit in retained earnings,
etc.? (Para. 932, 933 and 1124)
d. Avoiding a “lock up” of surplus in the
acquired corporation?
17. Should an affiliated group be formed by the
contribution of stock of related companies—

a. To use losses of related companies?
(Para. 932, 933 and 1124)
b. To facilitate the future liquidation of col
lapsible corporations? (Para. 977)
c. To supply capital for a related company?

d. To solve an unreasonable accumulations
problem through intercompany div
idends? (Para. 253)
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N/A
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YES

NO

N/A

18. Have the possibilities of conducting foreign
operations through separate entities been
investigated?
19. Should one or more subsidiaries be
liquidated—

a. Tax free under Section 332? (Para. 930)
b. At a capital gain without the provisions of
Section 332? (Para. 980)

20. Is there a potential “collapsible corpora
tion” problem? (Para. 977)
21. Would the client benefit from creating a
western hemisphere trading corporation?
(Para. 298)
22. Would the client benefit from utilizing a
DISC?
C. Tax Planning

23. Are there any large changes in income an
ticipated? If so, do you have any suggestions
for tax minimization?
24. Could depreciable property be sold to a re
lated entity at a gain on the installment
basis? (IRC 1239)

25. Could benefits be derived from making
charitable contributions with capital gain
property which has a tax basis lower than its
market value? (Para. 1141)
26. Would the client benefit from establishing a
private charitable foundation?
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YES

27. a. If client leases any equipment, have the
tax consequences of a purchase and de
preciation been compared with the de
duction for rent?

b. Has the proper tax treatment been used
if options exist? Indicate if client has
failed to do proper tax planning on its
decisions to “lease or purchase?”
28. Have there been dispositions of investment
credit property where recapture could still
be avoided by replacement with similar
property? (Para. 1183)
29. Are there any items as to which there may
be possible refund claims? (Some of these
may be spotted by reviewing the return for
the third prior year, on which the statute of
limitations will normally not yet have run.)
(Para. 1642)

30. Does the client fail to understand “tax pre
ference income” and its effect on tax pay
able on its income? (Para. 167)
31. Were any aspects of the 1969 Reform Act
overlooked or incorrectly applied by client?
32. Is there any type of tax-preferred income
(tax exempt interest, oil and gas, etc.) that
the client does not have, but would be to its
advantage to have (Para. 52 checklist)?
33. If client has funds for investment, has con
sideration been given to tax advantages of—
a. Dividend income?
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YES

NO

N/A

b. Deduction of intangible drilling costs for
oil and gas?
c. Tax exempt bonds?

d. Five-year amortization of rehabilitation
cost for low income housing?

34. Would the client benefit from establishing a
special type of corporate tax shelter, such as
a life insurance company or a casualty insur
ance company?
35. If the client has not used any tax shelter
such as natural resources, real estate, cattle,
farming, pollution, etc., is any such tax plan
feasible for the client?

36. Whatever method of tax treatment of re
search and development expenses is used
for tax purposes, would a different method
be beneficial to client?
37. Does the client believe it is irrevocably
committed to a harsh, unfavorable tax elec
tion? For example, a contractor may be
seeking to adopt a long-term contract
method of accounting.
38. Does the client need tax advice on the de
ductibility of political expenditures, lobby
ing expense, or representation before legis
lative groups?

39. If the client is contemplating any disposi
tion of property, has the possibility of a taxfree exchange been communicated to the
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40.

If the client is contemplating any business
expansion to another state or nation, have
tax aspects thereof been considered by the
client and, if appropriate, has tax advice
been offered?

41.

Did the client fail to have year-end tax
planning done?

42.

Does the client fail to appreciate the impor
tant fact that tax planning should take place
before any material transaction is finally
structured, e.g., the use of options?

43.

If the client has goodwill or other intangible
assets (whether or not amortized per
books), has the client failed to claim a tax
deduction for any deductible amortization
whatever?

44. Would it benefit the client to use in the
taxable year a plan effective for income tax
purposes in order to—

a. Accelerate taxable income (e.g., to use
expiring net operating losses)?
b. Defer taxable income?
c. Reduce the income tax rate?
d. Make maximum use of credits (e. g., limi
tations of foreign tax credit)?
45.
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Is there any need for personal tax planning
services for the client’s top executives, in
cluding possible gifts, trusts, private an
nuities, income averaging, etc.?

NO

N/A
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NO

N/A

46. Have the principal executives of the client
been advised of important changes made by
1969 Tax Reform Act, such as—

a. 50 percent ceiling on earned income?
b. Minimum tax on tax preference income?
c. Increase in alternative tax rates?

D. Taxable Tear

47. Can large capital gains be postponed until
net operating losses have been fully
utilized?
48. If the taxpayer will be subject to higher in
come tax rates than usual in the current
year, has there been a failure to explore the
possibility of taking abandonment losses,
making larger expenditures for advertising,
repairs and maintenance, and the like?

49. Are there any contested items which should
be settled or paid this year in order to
achieve deductibility?

Note: If a downward adjustment of any gov
ernment contract is pending, have protec
tive claims been filed? Upward adjustments
are income usually in the taxable year
awarded.
50. Whatever method of deducting local and
state taxes, such as property taxes, whether
by monthly accrual or when paid basis,
would it benefit the client to change its
method?
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YES

51. Has the client overlooked the possibility of
deducting in the current return any accrued
bonuses payable to employees and officers,
excluding more than 50% stockholder?
52. As to all items of income and expense which
may relate to the current taxable year or
another year, has tax reviewer advised on
comparative advantages such as deducting
currently versus not deducting currently
with refund claim filed subsequently?

53. Are there any—

a. NOL carryforwards which run out within
the next two years? (Para. 1121)
b. Contribution carryforwards which run
out within next two years? (Para. 1147)
c. Capital loss carryforwards which run out
within the next two years? (Para. 972)
d. Investment credits which run out within
the next two years? (Para. 1181)

e. Potential operating or capital loss car
rybacks? (Para. 1121 and 965)

54. May the client’s employee vacation expense
be accrued for income tax purposes? (Para.
639)
55. Has management overlooked the possibility
of accelerating or deferring taxable income
through 1) pension plan deductions and/or
2) dividends on group life insurance and
casualty insurance?
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YES

NO

N/A

E. Employees and Fringe
Benefits

56. Check “Yes” if the corporation does NOT
have—

a. Pension Plan. (IRC 401)
b. Profit Sharing Plan. (IRC 401)

c. Stock Bonus Plan. (IRC 401)
d. Medical Reimbursement Plan or Blue
Cross, Blue Shield, Major Medical.

e. Group Life Insurance.
f. Health & Accident Insurance Plan, in
cluding total and permanent disability.
(Para. 840)

g. Split Dollar Insurance Plan.

h. Thrift Plan (Employee Contributory
Plan).

i. Credit Union.

j. Stock Option or Purchase Plan.
k. Plan to Reimburse Moving Expense of
Employee.
l. Other Deferred Pay Plans.

57. Are capital stock record-keeping proce
dures inadequate for identifying both the
original issuance and the subsequent trans
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fer of option stock? (For information return
purposes and possible corporate deduction
due to premature disposition.) (IRC 6039)
(Para. 1440)
58,

Have new employee stock options been
granted or were there changes in the terms
of existing options? (IRC 421-425)

59. Does a review of unemployment tax rates
indicate a possibility of a material tax reduc
tion?
60.

If the client has life insurance on officers
(individual policies), have premiums, cash
values, ownership, and beneficiaries been
properly handled for tax purposes?
Caution: Where a corporation pays pre
miums on an individual life insurance
policy on the life of an employee or of
ficer, the ownership and beneficiary
should be carefully planned so as to be
clearly of one, and only one, of the fol
lowing types:

a. For the corporation itself.

b. For the employee (premiums are con
sidered as compensation).
c. Split dollar (sharing of any death pro
ceeds, Para. 725).

61
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Have any officers with group life insurance
coverage not been advised of the estate tax
savings available if all interests therein are
absolutely, irrevocably assigned?

NO

N/A
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NO

N/A

F. State and Local Taxes

62. Could the corporation gain any state tax ad
vantages by changing its state of incorpora
tion or principal office?
63. If state/local taxes are material and varia
tions from federal tax elections are permit
ted, has client failed to use any available
election?
64. Does the client fail to reduce its inventory
levels prior to local assessment dates for
property taxes?

65. Did client fail to give adequate considera
tion to potential tax problems in states other
than this state, if the business operation in
volves soliciting orders, carrying stocks, or
otherwise doing business in other states?

G. Depreciation, Amortization, and
Related Assets
66. Is depreciation the same on tax return and
financial statement?
67. Are the renewal provisions of leases such
that improvements cannot be amortized
over the initial lease term? (Para. 1161)

68. With respect to depreciation and depreci
able assets—

a. If DDB rate is used on any asset is it time
to change to S/L?
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b. For 1971 assets, should client elect the 1)
ADR system and 2) the “first year’s con
vention?”

c. Were there any unrecorded abandon
ments?

d. Were composite rates improperly used?
e. Were guide lines inappropriately or in
correctly used?

69. Would the disposition of any low-basis de
preciable assets be beneficial to client?
70. If market value of depreciable assets has
dropped below tax basis, would outright
sale or a sale-leaseback provide tax benefits?

H. Expenses and Deductions

71. Do officers and/or stockholders not
maintain adequate diaries in support of
travel and entertainment expenses (names,
places, amounts)? (Para. 1017)

72. Is the amount of officers’ salaries paid such
that it may possibly be questioned, and
therefore disallowed as a deduction at least
in part?

If any risk whatsoever, advise client orally
and complete Table I.

73. Does the debt capital of the corporation fail
to meet the tests applied in distinguishing
debt from equity?
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NO

N/A

74. In reviewing the reconciliation of income
per books with taxable income, were any
possibilities of tax planning for the client
suggested or indicated to you?
I. Dividends and Distributions

75. If the corporation has dividend income, is
the net income apt to be so low as to consti
tute a limitation on the 85% dividends re
ceived deduction? (Para. 233)

76. Can part of the business be disposed of and
a partial liquidation effected? (Para. 754)

77. Is it feasible to distribute any property as a
dividend? (Para. 740)
78. Would there be any advantages to—

a. A disproportionate redemption of the
stock of a shareholder? (Para. 750)
b. A complete redemption of the stock of a
shareholder? (Para. 750)
c. A redemption of stock through a related
corporation with no earnings or profits
(Sec. 304(a)(1))? (Para. 752)
d. A partial liquidation? (Para. 754)

79. Do any stockholders get cash dividends
while others get stock dividends, or are

there classes of stock or convertible debt in
which conversion ratios change as the result
of dividends or other distributions? (IRC
305) (Para. 746)
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J. Earnings and Profits

80. Have adjustments made in IRS reports
failed to be properly reflected on the books
and in our working papers?

81. Are any tax years presently under audit by
any level of government?
82. Are there any refund claims presently pend
ing before any level of government?
83. Have any federal tax deficiencies been paid
within the past two years? (Investigate pos
sibility of filing protective refund claims.)

84. If accumulated earnings exceed $100,000,
the amount of earnings (total) is $_______
Will the corporation find it difficult to jus
tify this accumulation? If “yes” or “?” com
plete Table II.
85. Is the corporation owned by, or does it own
50% or more of, another corporation?

(Name of Parent)______________________

(% owned)_____ (Subsidiary)____________

86. Do five or fewer individuals, directly or in
directly, control more than 50% of any class
of stock and also control any other corpora
tions? (Para. 243) If so, complete Table II.

87. Does Schedule M-1 or M-2 of Form 1120
indicate any areas for profitable tax planning
for client?
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SUPPLEMENT 1—CLOSELY HELD CORPORATION
CLIENT__________________________________
YES

1.

Complete Table I.

2.

Does the client receive 60% or more of its
ordinary gross income from any combination
of (Para. 265)—

NO

OTHER

% (If material)
a. Rents (exclude hotel, motel
and equipment)?

b. Dividends, interest, royal
ties, copyrights or an
nuities?
c. Personal service contracts?

(If so, complete personal holding company
work sheet.)
3.

Are there any reasons why, if not a subchap
ter S corporation, this should be a subchapter
S corporation? (Para. 247)

4.

Can the corporation employ any dependent
relatives of a controlling stockholder?

5.

Is this a subchapter S corporation? (Para. 247)
If so—

a. Have we NOT checked the validity of this
option?
b. Have any subsequent events occurred
which might have invalidated the elec
tion?
c. Do our files show why the subchapter S
election was made?
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d. Are any of the reasons no longer valid?

e. Does the 1969 Reform Act affect any re
tirement plans now in effect? (IRC 1379)
f. Is there a possibility that losses may ex
ceed shareholder’s basis in stock plus his
loans to the corporation?

6.

Would a transfer of certain personal stock in
vestments to the corporation be desirable for
estate planning or to get the 85% dividends
received deduction?

7.

Has a recapitalization been considered for ac
complishing any of the following objectives
(Para. 923)—

a. Facilitate a gift program?
b. Create growth stock of low present value
for management of younger family mem
bers?
c. Facilitate retention of control on death?

d. Facilitate a change in control?
e. Permit making a public offering?

8.

a. Do the owners expect to have the business
redeem their interests from their estates
upon their death? (IRC 303) (Para. 753)
b. Can the business do this?
c. Will the 10-year payout plan for handling
estate taxes be available to the executor?
(IRC 6166)
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9.

Should per diem and per mile travel expense
reimbursements be substituted for specific
accounting for expenses?

10.

Does the corporation have appreciated prop
erty that could be distributed to sharehold
ers? (Para. 740 and 754)

11.

Would the corporation benefit from a re
demption of its shares from one or more
stockholders, perhaps exchanging property?
(Sec. 311)

12.

Should the corporation be liquidated under
Section 331 and the business operated under
another form of organization? (Para. 754)

13.

Is there any possibility of a Section 337 trans
action? (Para. 756)

14.

Should the corporation be liquidated under
Section 333? (Para. 755)

15.

If dividends are going to be necessary (e.g.,
because of personal holding company or ac
cumulated earnings problems)—

NO

OTHER

a. Can stock be transferred to Clifford Trusts
so as to throw the tax impact of the
dividend onto lower-bracket family mem
bers? (Para. 749)
b. Can high basis, low value property be
used for dividend distributions and thus
get the corporation a large reduction in
retained earnings (plus a large dividends
paid deduction, if appropriate) at little tax
cost to the shareholders? (Para. 740)
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c. Can preferred stock be created now (be
cause earnings and profits are nonexistent
or nominal) for possible bail-out of future
earnings or use in making charitable con
tributions? (IRC 306) (Para. 746-748)
16.

Would the client benefit from buying or sell
ing a business, such as the purchase of a net
operating loss company?

17.

Would an investment in any type of tax shel
ter be worthwhile for the corporation or its
stockholders?

18.

If a new business is being started, would it be
wise to set up a separate corporation with
different stock ownership, especially as to the
portion owned by the next generation?

19.

Have any business related expenses been
paid personally by the individual stockhold
ers?

20.

May some potential losses of stockholders be
attributed to, and deducted by, the business?

21.

Has a review been made of property insur
ance and risks of loss as related to the tax
aspects thereof?

22.

Has adequate tax planning been done for
widow’s benefits?

23.

Should life insurance be obtained on any key
employees?

24.

Should any new type of employee benefit
plan be established?
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25.

Do the existing employee benefit plans need
to be reviewed and updated—for example, to
reflect changes in Social Security?

26.

Would there be any tax advantages if any re
lated business or a part of the corporation’s
business were owned by a partnership or
joint venture?

27.

Should the corporation set up procedures for
the 2½-month rule?

28.

Is there any problem whatsoever as to own
ership of assets between the corporation and
any stockholder? If so, what clarification
would be most beneficial?

29.

Does the corporation own any property, such
as an oil leasehold, which, for tax purposes,
should be transferred to one or more
shareholders?

30.

Should group life insurance coverage be in
creased or should assignments thereof be
made by employee-stockholders?

NO

OTHER

Should employee benefit plan beneficiary
designations be updated?
31.

Should any corporate shares be transferred
by sale or gift to members of family or to
others?

32.

Are unduly high tax income tax rates applica
ble to any high salaried, older senior officer
who does not need the cash?

33.

Does the client need a review made of the tax
aspects of all existing stock purchase agree
ments?
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34.

Should the client be warned about any tax
risks involved in any of its transactions with
or for its stockholders?

35.

Is estate planning (for income or estate tax
purposes) needed by any of the principal
stockholders of the corporation?

36.

Is there a material risk with respect to the tax
on unreasonable accumulation of earnings?

37.

Is there a need to take any steps whatsoever
to protect stockholders against imputed or
constructive dividends (including adoption of
corporate bylaws)?

38.

May any changes be made in accounting
method for the benefit of the business or its
stockholders? For example, a different inven
tory valuation method.

39.

Has the client overlooked any material de
preciation elections?

40.

Is there any other opportunity or technique
available which could benefit the corporation
or its stockholders?

1-50

NO

OTHER

Illustration 1-1

TABLE I
IF AN OFFICER

Corporate Officers
Salary and Stock Ownership

Name

Time
. devoted
to
% Owned Title
business

SALARIES*

Current

Prior
year

2nd prior
year

*Include employer contributions to pension and profit sharing plans.

TABLE II

Corporations

Accum.
Earnings
1

Stockholders’ Names:
1.
2.

STOCKHOLDERS
Lowest common
ownership percen
tages (Para. 243)
2
4
1
3
4
5
5

Stock ownership
percentages

2

3

4.
5.

3.
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Work Sheet For Computing Your Corporation’s
Current Operating Needs
(By applying operating cycle formula used by the Tax Court
in Bardahl International Corp.)

Use this work sheet to compute your corporation’s current operating
needs. This work sheet applies the operating cycle formula for determin
ing current operating needs used by the Tax Court in Bardahl Interna
tional Corp.
Fill in the appropriate figures from the corporation’s books. The figure
at line 3(j), usually a decimal, is the operating cycle expressed as a portion
of the year. By multiplying line 2 by line 3(j) you will have the amount of
your corporation’s current operating needs, according to the formula.
1. Operating expenses for full year including cost of
goods sold
$_____
Less: Depreciation included in line 1
$______
Federal Income Taxes included in line 1______________
2. Operating expenses for year as adjusted
______
3. Operating business cycle
(a) Cost of goods sold
______
(b) Average inventory—
Inventory at beginning of year plus inven
tory at end of year divided by 2 (Other
reasonable methods can be used)
______
(c) Divide line (b) by line (a)
______
(d) Net sales for year
______
(e) Average accounts receivable—
Receivables at beginning of year plus re
ceivables at end of year divided by 2
(Other reasonable methods can be used)
______
(f)
Divide line (e) by line (d)
______
(g) Add lines (c) and (f)
______
(h) Average credit period extended by suppliers,
etc.

Divide line (h) by 365
Subtract line (i) from line (g)—
(Resulting figure (usually a decimal) gives
operating cycle expressed as part of the
year)
4. Multiply line 2 by line 3(j)—amount of current
operating needs
5. Amount of net liquid assets.

(i)
(j)
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PERSONAL HOLDING CO. INCOME TEST
D

C

B

A

Interest
Rent
(See Note Other
Income
(See Notes A and
A and B) Dividends (Note C)

Line

1. Gross income

$

$

$

$

.$

$

Total

,$

2. Less:
3. Capital gains
4. Interest, depreciation, taxes
and rents paid which
relate to rental income

5. Total
6. Adj. ordinary gross income
7. Percent that Col. C of line 6
is of Col. D of line 6

%

IF THIS IS OVER 40%, THERE SHOULD BE NO PHC PROBLEM

8. If line 7 is 40% or less, then
calculate the % that Col. A
of line 6 is of Col. D of
line 6

_%

IF LINE 8 IS 50% OR MORE, THEN THERE SHOULD BE NO
PHC PROBLEM IF COL. B OF LINE 6 IS NOT OVER 10% OF
GROSS INCOME LESS CAPITAL GAINS (COL. D OF LINE 1
LESS COL. C OF LINE 3).

Notes
A. Interest on obligations received from the sale of real estate which was
stock in trade is “rent” for this purpose. Check with tax department if
this is a finance company.
B. If rent is received from a stockholder or stockholders owning 25% or
more of the stock, check with tax department for treatment.
C. If any income is derived from contracts for personal services of a
shareholder, from estates or trusts, from any sort of royalties or min
eral interest, or from film rentals, check with tax department.
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CLIENT___________________________________

II. INDIVIDUAL

YES

1. Does the client own 10% or more of any busi
nesses? (If any business is not a client, ex
plain.) (Complete Tables I and II.)

2. Could the client benefit from a change in form
for any of his businesses incorporating, form
ing a partnership, establishing a subchapter S
(Para. 247), or from setting up a retirement
plan? (Para. 555)

3. Can any business controlled by the client em
ploy any of his dependents?
4. Does the client need—
a. Living trust(s)
b. Retirement income plan

5. Does the client have up-to-date services, in
cluding permanent ITR data in permanent tax
file?
Estate analysis
(Date of last analysis)____________
6. Does the client have or anticipate—
Amount

a. “Earned income” in excess of
$45,000?

_______

b. Tax preferences in excess of
$30,000?

______

c. Other income?______________
(Source)
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Amount

d. Unrealized capital gains?

_______

e. Unrealized capital losses?

_______

f. Contribution carryovers?

_______

g. Capital loss carryforwards?

_______

Pre-1970

_______

1970 and later

_______

h. NOL carrybacks or carryfor
wards (Para. 1119)

YES

NO

N/A

_______

Note: In almost every instance of any car
ryforwards, it is worthwhile for the loss to
be held by a corporation and not an indi
vidual.
i. Retirement in near future

_______

j. Qualified or restricted stock op
tions (or plans)

---------

k. Deferred compensation ar
rangement

_______

7. Are any tax years presently under examination
by any level of government?
8. Are there any refund claims presently pending
before any level of government?

9. Have any federal tax deficiencies been paid
within the past two years? (Investigate possi
bility of filing protective refund claims.)
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10. Have adjustments made in IRS reports failed
to be properly reflected on the books and in
our working papers?
11. Could the taxpayer gain any tax advantages by
changing his state of residence (consider estate
tax as well as income tax)?
12. Do our files fail to show proper consideration
being given to potential tax problems in states
other than this state, if the business operation
involves soliciting orders, carrying stocks, or
otherwise doing business in other states?
13. Is the client including in inventory, perhaps as
part of overhead, costs which could be charged
to expense? (IRC 71) (Para. 649-655)

14. Does the client fail to reduce his inventory
levels prior to local assessment dates for prop
erty taxes?
15. Have there been dispositions of investment
credit property where recapture could still be
avoided by replacement with similar property?

16. Are there any items as to which there may be
possible refund claims? (Some of these may be
spotted by reviewing the return for the third
prior year, on which the statute of limitations
will normally not yet have run.) (Para. 1642)
17. Could a farm loss operation be transferred into
a subchapter S corporation, leaving the indi
vidual with no farm losses and thus avoiding
the EDA?

18. If there are any hobby loss areas, could steps
be taken to document “intent” to make a profit
with a feasibility study, or to shift items of in-
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NO

N/A

come and/or expense so as to produce profits in
two out of five years (or two out of seven if
horses are involved)? (IRC 183)

19. Could the taxpayer benefit from exploring any
tax shelters, including those noted on the back
of this page?

20. Can you suggest any beneficial changes in ac
counting methods:

a. Depreciation (method classification or life)?
b. Bad debts?
c. Inventory valuation (e.g., change to LIFO)?

d. Use of installment sale method?
e. Other____________________ ?

21. Are the taxpayer’s records in support of travel
and entertainment expenses adequate? (Para.
1017)
Tax Shelters

Cattle operations
Mobile home parks
Rehabilitation of low income rental housing
Other rental realty investments
Equipment leasing generally
Railroad rolling stock
U.S. flag merchant vessels
SBIC stock
Oil and gas drilling

Mineral exploration
Citrus, avocado, other fruit groves and orchards
Timber
Tax-exempt bonds
Deep discount bonds
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CLIENT_________________________________
III. PARTNERSHIP

1. Are any tax years presently under examina
tion by any level of government?

2. Will the 10-year payout plan for handling
estate taxes be available to the executor of a
deceased partner? (IRC 6166)
3. Are changes in partners or ownership per
centages being contemplated which might
result in unexpected ordinary income
treatment, or optional adjustments to tax
basis? (IRC 736, 743, 751) (Para. 327, 338,
and 340)

4. Do our files fail to show proper considera
tion being given to potential tax problems of
individual partners in states other than this
state if the business operation involves so
liciting orders, carrying stocks, or otherwise
doing business in other states?
5. If incorporation is planned, would any of
the following devices prove advantageous:
a. Dividing the business into several differ
ent corporations?
b. Attaining flexibility by use of several
classes of stock?
c. Issuance of preferred stock initially to
avoid the Section 306 stigma? (Para. 747)
d. Thin capitalization?

e. Making sure the stock is Section 1244
stock? (Para. 296)
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YES

NO

N/A

f. Use of corporation as a tax shelter?
g. Adoption, by corporation, of one or more
differences in accounting methods?
6. Is the client including in inventory, perhaps
as part of overhead, costs which could be
charged to expense? (IRC 471) (Para.
649-655)
7. Does the client fail to reduce his inventory
levels prior to local assessment dates for
property taxes?

8. Have there been dispositions of investment
credit property where recapture could still
be avoided by replacement with similar
property?

9. Have adjustments made in IRS reports
failed to be properly reflected on the books
and in our working papers?
10. Does the partnership not have a pension or
profit-sharing plan?
11. Can you suggest any changes in accounting
methods:

a. Depreciation (method or life)?

b. Bad debts?
c. Inventory valuation (e.g., change to
LIFO)?

d. Use of installment sale method?
e. Other___________________ ?
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12. Is it possible for this partnership to elect not
to be taxed as a partnership? (IRC 761(a))
13. Would it be advantageous for this entity, if a
limited partnership with at least 100 par
ticipants, to attempt to restructure itself as a
real estate investment trust? (Para. 281 and
282)
14. Does the partnership agreement restrict
the allocations for tax purposes of items of
income deductions among the partners so as
not to produce optimum tax results?

15. Does the partnership treat as its income
compensation earned individually by the
partners (e. g., teaching salaries)?
16. Have any of the partners contributed to the
partnership property that has an adjusted
basis differing from its value when contrib
uted? (Para. 331) If so, have adequate rec
ords of tax basis capital been maintained?

17. Does the partnership agreement provide
for payments to the estate of a deceased
partner? If so, the language of the provision
may determine whether payments are de
ductible from the income of the continuing
partners or nondeductible. (Para. 303 and
329)
18. Do the partners not have a buy-sell agree
ment?

19. Does each partner insure his own life?
Generally, having insurance payable to the
surviving partners will produce better tax
results for them and the same results for the
decedent’s wife or estate.
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20. Does the partnership derive some of its in
come from outside of the U.S. and does it
have partners residing outside the U.S.? (If
so, it may be advantageous that these part
ners have a guaranteed salary in order to
maximize their exclusion of foreign earned
income.)
21. Does the partnership plan to liquidate?
(Fiscal year partnerships can pyramid in
come, while holding period problems may
indicate sale of partnership interests rather
than assets.) (Para. 332)

22. Are the partners’ records in support of
travel and entertainment expenses ade
quate? (Para. 1017)
23. Is there any partner who has not been ad
vised in writing that competent tax advice
should be obtained prior to termination of
his partnership interest?
24. For each partner receiving tax preference
income, has an explanation thereof not been
given to him?

25. Are there any unused tax benefits available
under the family partnership rules? (Para.
350)
26. Does a review of Paragraphs 300-350 of
Master Tax Guide indicate any other tax
planning ideas for this partnership?
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Tax Problem Memo

This memo will discuss a situation concerning the leasing of real prop
erty.

Facts
P owns land on which S has constructed a building. P leased the land to
S prior to construction; the life of the building is equal to, or less than, the
remaining life of the lease.

Question
DeMatteo1 holds that a purchaser of the lessor’s interest in real prop
erty subject to a lease will not acquire a depreciable interest in improve
ments on the property if the life of the improvements is less than the life
of the lease. Can this case be distinguished from, and would it apply to, a
situation where P and S (lessor and lessee) were to both sell their interests
to the purchaser, and modify the original lease or enter into a new one?

Answer
The decision in DeMatteo is clearly distinguishable from the instant
case, and it should not apply to bar a depreciation deduction if purchaser
buys both the land (from parent-lessor) and the improvements (from
subsidiary-tenant).
Discussion
The operative facts in DeMatteo were that the taxpayer had purchased
only the land; since the existing lease would run for a period greater than
the remaining life of the improvements, Plaintiff could in no way be
deemed to have acquired a depreciable interest in the improvement,
following prior decisions that held that the devisees of a testator who had
no depreciable interest in the property could not themselves acquire such
a depreciable interest (in similar situations involving ground leases).*2
If, however, the purchaser in our case were to acquire the interests of
both parent-lessor and subsidiary-lessee and lease the property back to
the subsidiary, they would obviously have acquired a depreciable interest
in the property.
1DeMatteo Construction Co., CA-1, 433 F2d 1263 (1970), aff'g DC Mass., 310 F.
Supp. 1313.
2Goelet, Robert G., CA-2, 266 F2d 881 (1959), aff'g and rem’g DC N.Y., 161 F.
Supp. 305.
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Concerning a Client Tax Problem

This memo will discuss the effect of a proposed distribution by A of real
estate owned by J.

Background
A ruling was requested from the Internal Revenue Service which would
have allowed a tax-free “spin-off’ by A of its stock mJ. A favorable ruling
was denied as a result of the recent tightening up of the business purpose
requirements. Accordingly, we suggested that consideration be given to
the following alternative:
1. Completely liquidate J into A under Section 332, and
2. Distribute the real estate and related business assets, thereby re
ceived by A from J to the shareholders of A in exchange for a portion
of their common stock of A, as a partial liquidation under Section
346(b).

Facts
A is a closely held manufacturer of staplers and related products with
operations centered in N. J, one of A’s subsidiaries, 100% of the stock of
which is owned by A, owns and operates a commercial building in B and
has substantial cash and securities. J’s building has been rented to unre
lated tenants for more than five years.
Questions
1. What are the tax consequences of the proposed complete liquidation
of J?
2. What are the tax consequences of the proposed distribution by A to
its shareholders?
Conclusions
1. No gain or loss will be recognized by / or by A on the complete
liquidation ofJ. See Sections 332 and 336.
2. The distribution by A should qualify as a partial liquidation within
the provisions of Section 346(b). Accordingly, gain would not be recog
nized by A (other than minimal Section 1245 “recapture” on equipment)
upon the distribution of the realty and related assets. The shareholders
will be taxed on receipt of the property in exchange for a portion of A’s
common stock.
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Discussion
1. General Requirements. A distribution may qualify as a partial liqui
dation either under Section 316(a)(1) or 346(b). We believe Section 346(b)
applies. In order to qualify as a partial liquidation under that section, the
distribution to shareholders must consist of the assets of a trade or busi
ness that has been actively conducted throughout the five-year period
immediately before the distribution.1 The history of J for the last five
years indicates that, essentially, it has been operated independently ofA;
and therefore, the business of J should be considered a separate
business.1
2 Furthermore, we believe the manner in which J is operated
should qualify it as an active business. Accordingly, as indicated, in our
opinion the proposed distribution will qualify as a partial liquidation
under Section 346(b)(1).
It should be noted that there is no requirement of business purpose
here as there is for a “spin-off.”

2. Property to Be Distributed. The major assets of J are the real estate,
substantial liquid assets (primarily cash) that seem far in excess of re
quired working capital, and an investment in stock of an unrelated oil
company. The real estate should, as indicated, qualify as a separate busi
ness and could thus be distributed in partial liquidation.3 The cash in J
could not be entirely distributed since only a small portion of it would
qualify as assets of a trade or business; the oil stock would similarly not
qualify for distribution.
3. Tax on the Corporations—A and J. No gain or loss would be recog
nized by A or J on receipt of property from J.4 Further, since the distribu
tion to A will qualify under Section 332, there will be no recapture of
depreciation by J.5 While A could be subject to the recapture provisions
of Sections 1245 and 1250 on distributions to its shareholders, the real
property has been held long enough to eliminate any Section 1250 recap
ture. A minimal amount of Section 1245 recapture could be generated if
the equipment carried on J's books has a value in excess of basis at the
date of distribution.

1Sec. 346(b)1.
2See, for example, Example 3 in Regs. Sec. 1.355-1(c), “The 11-story bank build
ing.”
3Regs. Sec. 1.346-1(b).
4Secs. 332 and 336.
5Secs. 1245(b) (3) and 1250(b) (3).
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If, as we believe, the distribution does qualify as a partial liquidation,
the position of A under Section 531 would be adversely affected. The
entire “earnings and profits” of the liquidated J will be added to A’s
existing earnings and profits. The distribution of the building and its
related cash would, however, reduce earnings and profits by only a por
tion of the increase.6

4. Tax on the Shareholders. The shareholders will be taxed on the
excess of the value of the property over their basis in the shares surren
dered in the partial liquidation.7 The basis that can be allocated to shares
surrendered is essentially an amount of basis that bears the same relation
ship to the shareholder’s entire cost of his A stock as the fair market value
of the distribution bears to the entire fair market value of all the outstand
ing A stock immediately preceding the liquidation.8 *It should be noted
that the allocation of basis could, upon audit, involve Internal Revenue
Service in the valuation of A.
While the shareholders will thus be required to pay a substantial capital
gain, the transaction will generate little if any cash to them. As such,
consideration should be given to mortgaging the property after the dis
tribution. Since any interest payments would be deductible as ordinary
expenses by the distributees, their overall tax on the transaction would be
substantially reduced by the combination of interest deductions and de
preciation on their new tax base, the fair market value at the date of
distribution.9 Depreciation would be limited to straight-line10 *and
* would
be recaptured in full if the property is sold within one year.11 In the event
it is not feasible or desirable to mortgage the property, consideration
could be given to a sale. Assuming the sales price were to equal the fair
market value on the date of distribution, there would be no further tax
imposed on the stockholders as a result of such sale, since the basis of the
property would be equal to such fair market value.

5. Adverse Consequences—Need for Ruling. Although we believe the
distribution qualifies as a partial liquidation, there can be no guaranty in
this regard. In the event that the transaction were to fail to qualify as a

6Sec. 312, Rev. Rul. 70-531, 1970-2 CB 76.
7Sec. 302.
8Rev. Rul. 56-513, 1956-2 CB 191.
9Sec. 334.
10Sec. 167(j) (4).
11Sec. 1250(b).
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partial liquidation, the consequences would be materially adverse to both
the distributing corporation and the shareholders. If the transaction were
deemed a redemption of the shareholder’s stock, A would be taxed on the
difference between the fair market value of the real estate and its adjusted
basis.12 A tax would thus be payable both at the corporate level and at the
shareholder level as if A had sold the property and distributed the pro
ceeds. Furthermore, at the shareholder level the distribution would
probably be deemed a “nonqualifying” redemption which would subject
the shareholders to tax at ordinary income rates on the value of the
property.
It thus seems necessary to request an advance ruling from the Service
that the transaction will qualify under Section 346(b) as a partial liquida
tion. The Service has announced that it will not rule on the amount of
working capital that can be distributed in a partial liquidation.13 Thus, if
the transaction will involve any distribution of cash, the request should
include a provision that, if there is an excess cash distribution, only the
excess be treated as nonqualifying.

12Sec. 311(d).
13Rev. Proc. 69-6, 1969-1 CB 396.
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Preliminary Client Tax
Planning Memo

I have reviewed the federal and state income tax returns ofB
Company, B Inc. and H Inc., which were supplied by D Esq. Although
the tax returns did not indicate the exact ownership, it appears that XB
and YB each own 50 percent of each company. The various year ends and
nature of business are shown below.

Name
B Company
B Inc.
H Inc.

Year End
4/30
6/30
10/31

Nature of Business
Buy and sell
Rental of
Buy, sell, lease and deal in

Federal income tax has been computed under the multiple corporation
provisions, with appropriate elections being made for the surtax exemp
tion. No election, however, has been made with respect to the appor
tionment of tax preference exclusion, accumulated earnings credit, or
apportionment of investment credit limitation. There is no adverse tax
effect however from not having made appropriate elections. Also, the
computation of minimum tax (Form 4626) was computed incorrectly,
since the exclusion was not apportioned among the companies; no tax
consequence resulted however. For years ended in 1971, maximum use
was made of the multiple corporate setup. In prior years, however,
neither B Inc. nor H Inc. had in excess of $25,000 of taxable income. It
may be for this reason that neither company has paid compensation to
officers of the company. Until the multiple surtax exemption has been
completely phased out (years beginning in 1975), consideration should be
given to adjustment of intercompany rental charges and/or the payment of
salaries to the officers, so as to take maximum benefit from the multiple
corporate setup.

The following comments and recommendations apply only to B
Company.
1. Consideration should be given to the adoption of the Lifo method
for computing inventory. At April 30, 1972, the company’s inventory
amounted to approximately $900,000. This could result in a substantial
deferral of income taxes as prices continue to increase.

2. Consideration should be given to the formation of a DISC if the
company has customers outside the United States.
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3. Under the company’s profit sharing plan, approximately 50 percent
is allocated for the benefit ofXB and YB. The company does not also have
a pension plan. The adoption of a pension plan would permit the company
an additional contribution of between $20,000 and $30,000. Structured
properly, a substantial portion of this could be allocated for the benefit of
XB, who is presently 62 years old.
4. Consideration should be given to the adoption of a medical reim
bursement plan (under Section 105), if the company does not presently
have such a plan.
5. For the year ended April 30, 1972, XB’s compensation was $48,400
and YB’s compensation was $33,400. Subject to my comments above
relating to payment of salary by two related companies, I would think this
compensation might be increased now that the maximum tax rate on
earned income is 50 percent.

6. The company presently has a significant amount of life insurance on
the lives of the B’s. If this is not in connection with a buy-sell agreement,
consideration should be given to the adoption of one. The estates of XB
and YB are significant, and appropriate estate planning should be done so
as to provide liquidity in the estates. We have no information as to the
personal financial status of either; based solely on the book value of the
three companies, each estate would be approximately $600,000.
7. Depreciation expense is computed by all three companies on the
declining-balance, straight-line and sum-of-the-years-digits methods. It
appears that some assets may be at the point where the accelerated
method should be switched to straight-line.

8. The company appears to be approaching a problem with excessive
accumulated earnings. At April 30, 1971, retained earnings amounted to
approximately $920,000. Many factors needed to apply the Bardahl For
mula are not available. Using the information that is available and de
pending on the credit period extended by suppliers, the company, based
solely on the formula, could have been subject to the accumulated earn
ings tax for the year ended April 30, 1971. The company should be made
aware of this potential.
9. At each of the three preceding year ends, the company had notes
payable to shareholders in excess of $100,000. These notes apparently do
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not provide for any interest. A potential problem exists, in that the IRS
could assert that these amounts represent dividends to the shareholders.
The company should at least be made aware of this problem.

10. No allocation has been claimed on the Pennsylvania tax returns. It
is noted, however, that the company is paying highway-use taxes to West
Virginia and Maryland. The extent of the company’s activities in these
states should be explored, and it should be determined whether the
company may be considered to be “doing business” in these states. Under
the new Pennsylvania tax law, taxpayers are not required to maintain an
office outside Pennsylvania to be eligible for apportionment. For the year
ended April 30,1972, the company’s Pennsylvania Corporate Net Income
Tax was approximately $50,000. Substantial savings may be available (de
pending on the location of customers) by registering in West Virginia or
Maryland and thereby obtaining an allocation out of Pennsylvania.
I contacted A on the phone and agreed tentatively that you and I would
meet with him and the Bs on June 15. This is to be confirmed upon your
return.
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Used to Solve a Tax Planning Problem

This program will compute the estate tax liability where U.S. Bonds,
which have a market value below par, may be used to pay death taxes at
par, even when the includible bonds’ face value exceed the tax. It also
gives full detail as to the amount of bonds used and the new adjusted gross
estate and marital deduction. Further, it permits this computation where
there is a bequest to charity of a percentage of the remainder from which
are deducted the federal estate taxes. In addition, it allows you to pose
“what if” questions and will also print sensitivity analyses varying signifi
cant input items over a range.
Required Input Data
Data on U. S. Bonds:
1. Market price of bonds on Form 706 (use decimal
not 32nds).
2. Smallest denominations of bond.
3. Bond interest rate (as a decimal).
4. Last interest date preceding proposed redemp
tion date (m,d,y in digits).
5. Data bonds will be redeemed to pay taxes
(m,d,y).
6. Face amount of U. S. Bonds in estate that qualify
and are valued under par.

Data on Estate:
7. Adjusted gross estate (without bond adjustment).
8. Amount of property qualified for marital deduc
tion.

_________
------------__________

_________
_________

If none, type “0.”
or
Fixed amount (in dollars).
or
Percent of adjusted gross
estate (as a decimal).

_________

8.1 If there is a maximum amount on the marital
bequest, enter amount or if no limit, type
“0.”

_________

9. Amount of specific charitable bequest.
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10.

9.1 If charitable bequest is percentage of re
siduary from which death taxes are deducted,
type percentage in decimals or type “0” if
none.
_________
9.2 Total amount of all transfers of property, in
cludible in gross estate other than marital
deduction, charitable bequests and
residuary. *
_________
Face amount of other bonds (plus accrued in
terest) used in full to pay death taxes and other tax
credits.
_________

* This would be all amounts to be deducted from adjusted gross estate to arrive at
the residuary other than—
(a) Specific charitable bequest.
(b) Marital deduction (not bequest to wife in excess thereof).
(c) Federal estate taxes (you must include state death taxes).

ESTBONDB

Terminal Instructions
Parentheses indicate computer replies or questions. CR signifies car
riage return.
(U # =) NAQ---(ID)
(SYSTEM ) BASIC
(NEW OR OLD) OLD ESTBONDB
(READY)
RUN
ESTB0NDB

DATA
1.
2.
3.
4.
5.
6.

14:56EST

CR
CR
CR
CR
CR

01/03/72

AS TO U. S. BONDS:
MARKET PRICE OF BONDS; USE DECIMALS NOT 32NDS? 80
SMALLEST DENOMINATION OF BOND? 1000
BOND INTEREST RATE (USE DECIMALS)? .05
LAST PRECEDING INTEREST DATE (M,D,Y, IN DIGITS)? 1,15,72
DATE BONDS WILL BE REDEEMED TO PAY TAXES (M,D,Y)? 7,15,72
FACE AMOUNT OF U. S. BONDS IN ESTATE THAT QUALIFY? 200000
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DATA AS TO ESTATE:
ADJ. GROSS ESTATE (WITHOUT THIS BOND ADJUSTMENT)? 1000000
AMOUNT OF PROPERTY QUALIFYING FOR THE MARITAL DEDUC
TION: IF NONE TYPE “0”; IF FIXED AMOUNT TYPE AMOUNT; AND IF
PERCENT OF ADJUSTED GROSS ESTATE, TYPE PERCENT USING
DECIMALS? .50
8.1. IF THERE IS A MAXIMUM LIMIT ON THE AMOUNT OF THE MARITAL
BEQUEST, ENTER AMOUNT, IF NO LIMIT TYPE “0”? 0
9.
AMOUNT OF FIXED CHARITABLE BEQUESTS? 100000
9.1. IF CHARITABLE BEQUEST IS PERCENT OF RESIDUARY FROM WHICH
DEATH TAXES ARE DEDUCTED, TYPE PERCENT IN DECIMALS OR
TYPE “0” IF NONE? .2
9.2. TOTAL AMOUNT OF ALL TRANSFERS OF PROPERTY, INCLUDIBLE IN
GROSS ESTATE OTHER THAN MARITAL DEDUCTION, CHARITABLE
BEQUESTS AND RESIDUARY? 75000
10. FACE AMOUNT OF OTHER BONDS (PLUS ACCRUED INTEREST) USED
IN FULL TO PAY DEATH TAXES AND OTHER TAX CREDITS? 10000
7.
8.

CHECK THE ABOVE ITEMS; IF ANY ITEM IS IN ERROR, TYPE ITEM NO., IF NO
ITEM IS IN ERROR, TYPE “0”? 0
BEFORE REDEMP.

U S. BONDS—UNREDEEMED
U.S. BONDS—REDEEMED
ADJUSTED GROSS ESTATE
MARITAL DEDUCTION
CHARITABLE DEDUCTION
TAXABLE ESTATE
GROSS ESTATE TAX
STATE TAX CREDIT
NET ESTATE TAX

109600.00
50400.00
1000000.00
500000.00
150360.79
289639.21
78384.55
5188.45
73196.09

FACE & INTEREST OF BONDS PREVIOUSLY
REDEEMED
FACE OF BONDS CURRENTLY REDEEMED
INTEREST ON BONDS CURRENTLY
REDEEMED
CASH DUE
NET TAX LIABILITY

NET SAVINGS IN TAX COST

ADJUSTMENT AFTER REDEMP.

.00
12600.00
12600.00
6300.00
951.97
5348.02
1711.37
171.14
1540.23

109600.00
63000.00
1012600.01
506300.00
151312.77
294987.23
80095.92
5359.59
74736.32

10000.00
63000.00

1562.05

74562.05
174.27
74736.32

11059.77

IF YOU WANT ANOTHER RUN WITH ONE OR MORE ITEMS CHANGED, TYPE “1”;
IF YOU WANT A SENSITIVITY ANALYSIS WITH ONE OR MORE ITEMS VARIED
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THRU A RANGE, TYPE “2”; IF YOU WANT TO END THIS RUN TYPE “0”; TYPE “1,”
“2,” OR “0”? 2
ENTER WHICH ONE OF THE ITEMS 1,7,8,8.1, 9 THROUGH 10 YOU WISH VAR
IED? 9

INDICATE THE MINIMUM, MAXIMUM AND STEP INCREASE OF THE CHARITA
BLE DEDUCTION? 50000, 150000, 250000
SHOULD THE ADJUSTED GROSS ESTATE BE SIMILARLY INCREASED (YES), OR
REMAIN CONSTANT (NO)? NO

CHAR. DED.

CHAR. %

MAR. DED.

BOND INC.

NET TAX

50000
75000
100000
125000
150000

1000000
1000000
1000000
1000000
1000000

507500
506900
506300
505700
505000

15000
13800
12600
11400
10000

87253
80995
74736
68477
62194

NET SAVINGS IN TAX COST

NET COST

0
—5058
—5058
—5058
—4883
8836.89

IF YOU WANT ANOTHER RUN WITH ONE OR MORE ITEMS CHANGED, TYPE “I”;
IF YOU WANT A SENSITIVITY ANALYSIS WITH ONE OR MORE ITEMS VARIED
THRU A RANGE, TYPE “2”; IF YOU WANT TO END THIS RUN, TYPE “0”; TYPE ”1,”
“2,” OR “0”? 7
TYPE “1,” “2,” OR “0”? 2
ENTER WHICH ONE OF THE ITEMS 1, 7, 8, 8.1, 9 THROUGH 10 YOU WISH
VARIED? 7
INDICATE THE MINIMUM, MAXIMUM AND STEP INCREASE OF THE AD
JUSTED GROSS ESTATE? 600000, 1000000, 100000

A. G. E.

MAR. DED.

BOND INC.

NET TAX

NET COST

CUM. ADD.

600000
700000
800000
900000
1000000

301500
352700
403900
455000
506300

3000
5400
7800
10000
12600

26230
38353
50318
62194
74736

0
9722
9565
9675
9941

0
9722
19288
28963
38905

NET SAVINGS IN TAX COST

11059.77

IF YOU WANT ANOTHER RUN WITH ONE OR MORE ITEMS CHANGED, TYPE T
IF YOU WANT A SENSITIVITY ANALYSIS WITH ONE OR MORE ITEMS VARIED
THRU A RANGE, TYPE "2”; IF YOU WANT TO END THIS RUN, TYPE “0”; TYPE “1,”
“2,” OR “0”? 0
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Form—Individual

TAXPAYER_________________________________ F/Y_____________
PREPARED BY______________________________ DATE___________

REVIEWED WITH__________________________ DATE__________
1. Obtain and review the following:
a. General Tax File.
b. Form 1040—prior year.
c. Permanent File.

2. Were problems encountered in prior year in connection with any of the
following (check if applicable)?
( ) Support for T&E expenditures.
( ) Basis of capital assets sold.
( ) Late submission of material.
( ) Support for other deductions, such as contributions, medical ex
pense, etc.
( ) Completing special assignments pertaining to taxpayer.
( ) Other.
3. Does year-end or other tax planning appear appropriate in any of the
following areas (check if applicable)?
( ) Short-term support trusts.
( ) Short-term trust for spouse.
( ) Optimum salary.
( ) Deferral or acceleration of income and expense.
( ) Contributions of property.
( ) Retirement.
( ) Security transactions and utilization of losses.
( ) Estate planning (large holdings of securities, for example).
( ) Updating previous planning for taxpayer.
( ) Other.
4. Where appropriate, prepare list of information and documents needed
to complete Permanent File and forward to responsible partner or
manager.
* * *
INSTRUCTIONS
A. To be completed by Tax Department and reviewed with assigned
partner or manager.
B. If any of above are applicable, give details on reverse or in separate
memorandum.
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Year-End Tax Review
Form—Corporation

TAXPAYER_________________________________ F/Y_____________
PREPARED BY______________________________ DATE___________

REVIEWED WITH__________________________ DATE___________

1. Obtain and review the following:
a. General Tax File.
b. Form 1120—prior year.
c. Current Permanent File.

2. While reviewing the prior year return, consider the problems raised by
the tax review and their possible relevance to the current year.
3. Complete a Tax Planning Checklist for client.
4. Should action be taken with regard to any of the following (check if
applicable)?
( ) Matters listed on Tax Planning Checklist.
( ) Utilization of carryovers.
( ) Updating previous planning for taxpayer.
( ) Completion of corporate minutes, prior to year end, authorizing
discretionary bonuses, profit-sharing contributions, charitable
contributions, or similar items.
( ) Notifying officers and employees of authorization and amount of
such discretionary items prior to year end.
( ) Correcting record-keeping deficiencies.
( ) Compliance with 75-day rule.
( ) Personal holding company exposure.
( ) Section 531 exposure.
( ) Obtaining data for specialized purposes, such as preparing state
tax returns, Subpart F information and the like.
( ) Other (describe).
* * *
INSTRUCTIONS
A. To be completed by Tax Department and reviewed with assigned
partner or manager.
B. If any of the above are applicable, give details on reverse or in
separate memorandum.
C. Complete this form for any related corporations where appropriate.
Complete Year-End Tax Review (Individual) for related individual
taxpayers, where appropriate.
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of a Business

Checklist for Incorporation

Date
Done
1. Schedule a meeting of the incor
porators to determine—

(a)
(b)
(c)
(d)

(e)
(f)
(g)
(h)

Corporate name.
Location of the principal office.
State of incorporation.
Purposes for which the corpo
ration is to be formed.
Scope of the activities.
Initial capital.
Classes and number of shares.
Registered agent.
______

2. Corporate name. Check at once
with the Corporation Commission
or Secretary of State to see if the
corporate name is available. Re
serve name if deemed advisable. ______

3. Directors. Names and addresses of
directors.
______
4. Officers. Establish corporate offi
cers.
______

5. Select a target date. If the corpora
tion is to take over a going busi
ness, target date should be set at
some time in the future, so that all
steps can be taken without un
necessary haste.
-------6. Thin corporation. Consider debt
form and ratio in view of current
and future financing needs.
_____
7. Multiple corporations. Weigh sur
tax exemptions, multiple credits
against accumulated earnings sur-
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Date
Done

Atty.

CPA

Client

tax, flexibility in future combina
tions and investments, separate
liability versus possible separation
of losses from profits. Avoid multi
ple corporate setups that lack sepa
rate business purpose, that are not
separate entities, and that will be
deemed to be under common con
trol for surtax purposes (IRC 15
C3). Consider expense reallocation
possibilities under Section 482.___________________________

8. Related corporations. Will this cor
poration be related to any other
corporations as parent, subsidiary,
or through common ownership of
stock? Are any tax problems
thereby created (such as loss of sur
tax exemption as the result of crea
tion through transfer of assets from
an existing corporation, as possible
reallocations among the entities if
they do business with each other)? ------- ------- ------------------9. Sources of income. Will the sources
of income received by this corpora
tion be such that, coupled with its
probable stock ownership, it may
be classified as a personal holding
company?
---------------- ------------------10. Assets and liabilities. If the cor
poration is to take over a going bus
iness, determine which assets and
liabilities are to be turned over to
the corporation, and whether
shares or notes (or both) are to be
issued in exchange. Consider Sec-
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Date
Done

Atty.

CPA

tion 351 (tax-free incorporation)
and Section 357 in relation to as
sumption of liabilities—especially
cash-basis taxpayer.
____________________
11. Real estate. Consider holding any
real estate out of the corporation.
This is especially important if the
real estate has appreciated or may
appreciate, or if there is any future
possibility of selling the business.____________________

12. Notices. Send notices of incorpora
tion to all debtors and creditors of
former business.
____________________
13. Social Security. File application for
Social Security Identification
Number (Form SS-4).
14. Unemployment insurance. File at
once for coverage with the State
Employment Commission.

15. Transfer of credit from unemploy
ment compensation. If the corpora
tion is eligible for merit rating by
transfer from a former business, file
the necessary form.
16. Local taxes. File all forms for regis
tering with local sales, use, gross
receipts tax, etc., agencies.
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Illustration 1-9 Tax Opinion Policy
Statement for CPA Firm

Summary
A tax opinion must clearly set forth the source of and degree of respon
sibility that we are taking for any facts or assumptions, as well as for the
tax conclusions that we reach. The opinion itself, together with related
material, must constitute a foil, fair, and candid disclosure of the tax
aspects of the proposed venture. We must be independent relative to the
parties involved.
Scope of Policy
This policy applies to all tax opinions that are issued, either alone or in
conjunction with projections, for use in connection with third-party trans
actions. A third-party transaction is one in which it is reasonable to expect
that parties other than the client for whom the opinion is prepared, such
as proposed investors or lenders, will be receiving copies of, or relying
upon, such opinions. The policy thus applies to situations where an opin
ion accompanies a projection being furnished to present or prospective
partners or shareholders, or to banks or insurance companies. It also
applies, for instance, to opinions given to attorneys for their use in arriv
ing at opinions which they will express, and to letters to underwriters
with respect to the tax status of companies whose securities are being
registered with the SEC. It does not cover situations where an opinion is
being expressed to a client which is solely for his own use in reaching his
own decision. In any case, such opinions should contain language to the
effect that “This opinion (or letter or information, as may be appropriate)
is furnished to you for your own use. Reproduction for any purpose,
without our consent, is prohibited.” Note that the exclusion of such “pri
vate” opinions should not be taken to imply that the firm takes less
professional care in such work. Rather, it is based upon a recognition that
in such situations it is not uncommon for the opinion to be based upon
facts and considerations known to both parties but not folly set forth in the
letter itself; that, in such situations, a tax opinion may be contained in a
letter that also deals with other matters; and that, in such situations, the
opinion may be argumentative or may adopt an adversary position, and
use such language as, “In our opinion, it would be defensible to take the
position that ...” without folly spelling out in the opinion some of the
consequences and expenses that may be involved.
Independence
No opinion may be expressed if any partner, principal, manager, or
member of our professional staff is a director, officer, or employee of, or
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has, directly or indirectly, or is committed to acquire, any financial in
terest in, any party to the transaction, nor may our fee for any such
opinion be in any manner contingent.

The Tax Opinion
The opinion shall clearly set forth the facts and the assumptions on
which it is based, and their sources. The degree of responsibility, if any,
that we take for the facts, the assumptions, and the tax conclusions must
be clearly stated; and, if no responsibility is taken for specific facts, as
sumptions, or tax conclusions (e.g., because we are relying on opinion of
counsel as to a particular tax conclusion, rather than expressing an opinion
ourselves), that must also be clearly stated.

Minimal Disclosure Standards in Projections
The engagement letter for a tax opinion assignment should make clear
that, before our opinion can actually be released, we must have in our
hands the final draft of the material with which it is to be associated.
Either that material or our opinion must answer the following questions,
to the extent appropriate:
1. How will the entity be taxed?
2. What will be the tax effect on the investor:
a. Loss deductions?
b. Amounts of preference income?
c. Amounts of investment interest?
d. Effect on maximum tax on earned income?
e. Generation of taxable income?
f. Tax consequences of sale or other termination of the investment
at various points?
3. Have rulings been obtained from the Internal Revenue Service?
4. What risks of tax controversy are involved, if any?
Our basic philosophy is that a third party is entitled to a full, fair, and

candid disclosure of the tax aspects of the proposed undertaking as they
may affect the venture itself and as they may affect him. While our fee
may, for instance, be paid by the promoter of a tax shelter investment,
our responsibility is to the third party as well as to the promoter. Omitting
to point out clearly, in a manner understandable to an intelligent layman,
an unfavorable tax aspect (e.g., the fact that tax preferences affect the
maximum tax on earned income) is not in accord with the policy of the
firm and is violative of this procedure.
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Conservatism and Consistency in Projections
While a projection of tax consequences and related material may be the
client’s, this does not differ from the situation where the firm is expressing
an opinion on financial statements. The financial statements are also the
client’s, even if we physically prepare them for the client. And our opin
ion in both instances is that of an independent professional auditor, even
though we may represent the entity in a tax advocacy role at another time.
Thus, the tax assumptions used in a projection on which we are to express
an opinion must be conservative ones—perhaps more conservative than
we would feel justified in allowing the entity to adopt in connection with
the actual preparation of federal income tax returns—or we must make
appropriate comments as to their lack of conservatism.
This does not mean, however, that different clients must adopt the
same tax assumptions in similar situations. The determination of what
assumptions as to tax treatment are acceptable in a given factual situation
is one to be initially made by the partners involved, taking into account
the administrative position of the IRS, applicable court decisions, and the
materiality of the amount (together with the amount of any other tax items
whose treatment may also be subject to challenge) to a proposed investor.

Exhibits
A—Opinion covering tax shelter projection.
B—Opinion furnished by us to our client, the buyers, which they
intend to transmit to sellers.

Exhibit A

May 30, 1971
XYZ Associates
Anywhere, U.S.A.

Gentlemen:
We have reviewed the following projections of XYZ Associates (a lim
ited partnership):

Projected income and cash flow
Allocation of projected income and cash flow to investor limited part
ners
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Allocation of projected income and cash flow to an investor limited
partner acquiring one $50,000 unit:
After-tax cash benefit toa 50 percent tax bracket investor
After-tax cash benefit toa 60 percent tax bracket investor
After-tax cash benefit toa 70 percent tax bracket investor

Projected sources and requirements of development funds
Projected annual operating expenses
Depreciation assumptions used in projections
Allocation of tax preference items to investor limited partners
Estimated expenses and tax effect of possible tax controversies
The projections are based on information contained in a Loan Com
mitment issued by the Housing Finance Agency dated------ , relating to
a proposed development____________ _ and other data supplied by
management, and assume the following sequence of events:
Initial advance by construction mortgagee—_______________
Construction period—___________ to_________ (estimated)
Occupancy—____ units—____________________ (estimated)
____ units—____________________ (estimated)
Final acceptance—__________________________ (estimated)
Commencement of amortization—_____________ (estimated)

The accompanying projections accurately reflect the estimates, as
sumptions, and forecasts described in the projections and the notes
thereto and current federal income tax practices and rules. Actual operat
ing results of the partnership could vary from those that have been pro
jected. The federal income tax treatment is subject to examination and
adjustment by the Internal Revenue Service. However, with the excep
tion of useful lives of depreciable assets, the projections are based upon
tax treatment that we believe will be accepted by the Internal Revenue
Service. The useful lives of depreciable assets are about 40 percent shor
ter than the IRS guideline lives. It is our opinion that these shorter lives,
or lives within 10 percent of those claimed, would ultimately be allowed
in the event of an IRS challenge. Estimated costs and results of such a
possible controversy are reflected in Schedule__________ hereof.
Since these projections are based on estimates, assumptions, and fore
casts, the reliability of which is dependent on future events and transac
tions, and for the validity and reasonableness of which we do not vouch,
we do not express an opinion.
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Exhibit B

May 31, 1971

Buyer Corporation
Anywhere, U.S.A.
Gentlemen:

You have asked for our opinion as to whether a proposed sale of the
operating assets of Seller Corporation (hereinafter called the “corpora
tion”), followed by liquidation of the corporation, will result in—
1. Availability to the corporation of Sec. 337 to shield from tax the gain
it realizes from the sale; and
2. Capital gain treatment to over-five-percent shareholders for their
gain in the liquidation.

You have furnished us with certain facts, which are set forth below.
Based upon these, it is our opinion, for the reasons set forth below, that
the corporation will be able to utilize the provisions of Sec. 337 of the IRC
to avoid corporate taxation of most of the gain realized on the sale of its
assets, and that the shareholders will be taxed on their gain on the liquida
tion as a capital gain.
(Note that this opinion does not cover the requirements of Sec. 337,
other than its unavailability to collapsible corporations, nor does it cover
its effect relative to the specific assets being sold other than land. It is
possible for gain to be realized by the corporation in spite of Sec.
337—e.g., as to depreciation recapture under Secs. 1245 and 1250, or
gain on disposition of certain installment obligations.)

Factual Background
The relevant facts, as we understand them, ....
(Pertinent facts would then be set forth)

Previous Correspondence
Attorney X has previously furnished you with an opinion dated De
cember 25, 1970, regarding the relationship of “normal” land inventory to

the question of collapsibility. We previously furnished you with an opin
ion dated March 5, 1971, discussing the question of whether capital gain
or ordinary income would result from sale of all the stock in the corpora
tion. We will from time to time refer to some of the discussion in those
opinions without repeating that discussion.
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Presumption of Collapsibility
A statutory presumption exists that if the fair market value of certain
property is at least 50 percent of total assets (and is also at least 120
percent of the tax basis, usually cost, of those same assets) then the
corporation is collapsible. It is likely that while this presumption actually
adds little to the law, since a determination by the IRS that a corporation
was collapsible would be presumptively correct anyway, it will carry sub
stantial weight administratively. It is probable, as discussed in our letter
of March 5, 1971, that the corporation will fall victim to this quantitative
test. Thus, it is likely that, upon examination of the corporate returns, the
benefits of Sec. 337 will be denied the corporation by the examining
agent, and a tax controversy will ensue.
Sec. 337 and Collapsibility
Unlike the situation where stock is sold or the corporation is liquidated,
the availability of Sec. 337 is not affected by the “safe harbor” rules of Sec.
341(d) referred to in our letter of March 5, 1971. The only safe harbors for
purposes of Sec. 337 lie in Sec. 341(c)(4), in rebutting the collapsible
presumption through the “normal” inventory approach, or answering the
entire question of collapsibility through showing that the requisite “view
to” did not exist.
For Sec. 341(c)(4) to apply, the “ordinary income” assets of the corpora
tion must not be greater than 15 percent of net worth. Thus, for this
provision to apply, the corporation would have to be able to establish that
not more than $900,000 or so of the approximately $3,750,000 net ap
preciation in value of the corporation’s assets over their tax basis was
attributable to assets that would have produced ordinary income to the
corporation upon sale. To achieve such a result, the corporation would
have to be able to show which parcels of real estate would produce capital
gain if sold in their present condition, and would also have to be able to
establish an allocation of the selling price that would allocate to these
assets almost $3,000,000 of the $3,750,000 of appreciation. This leaves
relatively little room for possible appreciation in value of land in the
process of development—and we conclude that the likelihood of success
in this approach is poor.
The “normal” inventory level approach is discussed in detail in the
attorney opinion of December 25, 1970. Because of the substantial in
crease in the cost of land held for investment or development relative to
sales, as compared to the ratio of such land to sales prevailing during the
period 1960-63, it appears to us that satisfying this test of normalcy of
inventory will involve proving substantially the same types of facts as are
involved in showing that the “view to” did not exist. Thus, the “normal”
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Illustration 1-9

inventory approach and the “view to” approach, in our opinion, become
one and the same approach as to land held for future development.
To paraphrase slightly, the corporation is collapsible under the “view
to” test if it is availed of “principally ... for the purchase of property . . .
with a view to disposition of the property before realization’ of a substan
tial part of the taxable income to be derived from such property. ...”
The key question then becomes state of mind when property was ac
quired or actions taken that constitute steps in its development. The
cases hold that where disposition is the result of unanticipated events
occurring after the purchase or development transactions, the corporation
will not be deemed to be collapsible. See, for example, Southwest Prop
erties, Inc. 38 TC 97, Example 3 of Regs. Sec. 1.341-5(d), Regs. Sec.
l.341-2(a)(2).
Conclusion
Based upon the facts set forth earlier in this opinion, it does not appear
that the requisite “view to” existed at the time of acquisition or “im
provement” of any substantial portion of the appreciated land held for
future use.
Since the inventory of land in the process of development is “normal”
relative to sales, the collapsible corporation presumption can be rebutted
and the corporation can avail itself of the benefits of Sec. 337. It is,
however, unlikely that this result can be obtained at the revenue agent
level in the event the issue is raised upon examination of the returns
involved. It is quite possible that the matter may be taken to the Tax
Court before an ultimate resolution is reached. It is also possible, as with
most tax controversy, that it may appear desirable to pay some part of the
amount at issue rather than face the cost, inconvenience, and uncertainty
of a trial. The amount at issue, exclusive of interest, would be approxi
mately $900,000. A settlement of 20 to 30 percent of this amount would
seem to us a realistic estimate of such settlement chances.
Since our opinion is based upon the facts set forth above, and the facts
set forth in our opinion of March 5, 1971, any material errors in these
facts, or the omission of any facts inconsistent with the conclusions being
drawn, should immediately be communicated to us so that we can
evaluate the effect on our opinion. Our opinion is based upon our in
terpretation of the Internal Revenue Code, the applicable regulations,
and relevant rulings and decisions. Subsequent developments could
change either the applicable authority or our understanding of it. There
fore, this opinion should not be relied upon if the subject transaction is
entered into more than 60 days from the date hereof without first obtain
ing a reaffirmation of the opinion from us.
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Illustration 1-10 Cautionary Language
Used With a Tax Opinion on LimitedPartnership Investment

The availability to the limited partners of many of the deductions in
tended to be claimed by the partnership, and the period in which they
may be deducted, involve complex tax issues. Due principally to the lack
of clear and relevant precedents, there is no assurance that certain of the
deductions intended to be claimed by the partnership will be allowed or,
if allowed, will then be allowed in the period claimed.
The partnership intends to claim all deductions for federal income tax
purposes which it reasonably believes it is entitled to claim. There can be
no assurance that such deductions may not be contested or disallowed by
the Internal Revenue Service or that the Service may not challenge the
amount of any deduction or the period or year in which it may be claimed.
As any such challenge or disallowance would be expected to be raised in
connection with the tax returns filed by the individual limited partners,
the costs of any litigation regarding a challenge or disallowance would be
borne solely by the affected limited partners. Furthermore, there can be
no assurance that the Internal Revenue Code or the applicable regula
tions thereunder may not be amended so as to limit or eliminate some of
or all the potential tax benefits which are expected to be available to
limited partners.
No consideration has been given to state income tax consequences. The
partnership has not requested, and does not intend to request, a ruling
from the Internal Revenue Service with respect to any of the federal
income tax matters discussed herein.
The Internal Revenue Service may not agree with the partnership’s
intended allocations of purchase price among depreciable and nondepre
ciable assets. While the partnership believes that it can support the useful
lives it intends to utilize for its depreciable assets and believes that its
allocations of purchase price among depreciable and nondepreciable as
sets are reasonable, no assurance can be given that the Internal Revenue
Service will accept the partnership’s position. If it is ultimately deter
mined that the useful lives of partnership property are longer than the
useful lives utilized by the partnership, or that excessive allocations have
been made to depreciable property, the annual depreciation deduction
will be reduced.
There can be no assurance that the Internal Revenue Service may not
take the position that interest paid by the partnership constitutes invest
ment interest or that the Internal Revenue Service would not be success
ful in sustaining this position if the question should be raised.
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Illustration 1-10

Interest on the interim purchase note, including prepaid interest, may
be deducted by the partnership but, in the light of Revenue Ruling
68-643, there can be no assurance that such prepaid interest will be
allowed as a deduction in the period for which it is claimed by the part
nership.
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Estate Planning
The Estate Planning Market
The increasing affluence of our society means that increasing
numbers of people (both in absolute numbers and in percentage
of the total population) have estates in excess of $250,000 when
their insurance proceeds, personal residences, and similar “hid
den” assets are flushed out and counted. A man who is otherwise
penniless, but is insured for $300,000, has a $300,000 estate should
he die. He may find it difficult to pay his bills, but he still can
benefit from estate planning services.
The ways of holding wealth have shifted over the past half
century, while our ways of thinking about wealth have not
changed. People who have their wealth in a closely held business,
in retirement programs where they work, and so forth, need help
in understanding that they have a responsibility to those whom
they value to plan for the preservation and disposition of this
wealth. The controlling individual in a closely held business fails
his coworkers, his customers, and his community, not to mention
his family, by neglecting to provide for orderly succession in the
business ownership and management.
The CPA can be seen to have a responsibility toward clients
to offer effective estate planning services. In addition, the CPA
is often the only person—spouse not excepted—who has intimate,
first-hand knowledge of his client’s financial affairs. Clients fre
quently call on their CPAs for consultation with respect to per
sonal financial matters ranging from advice on proposed taxshelter investments to strategy in negotiating a possible divorce
and property settlement. With the knowledge he has of his
client, and the accessibility that his client has to him, the CPA
must also recognize that he has a greater responsibility to see
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that his client’s planning is properly done, just as he has a greater
opportunity to take the lead in initiating such planning.
In addition, such services provide the CPA with an oppor
tunity to build his tax function into a better balanced, year-round
activity. In a CPA firm the data-gathering aspects of estate plan
ning can involve the audit staff, while the analytical aspects can
involve the tax staff and partners.

Estate Planning Definitions
Estate planning is the arrangement of an individual’s property,
and the legal means of holding and disposing of this property,
to best accomplish his (or her) goals and objectives.
The concept of “property” should hardly bother CPAs who are
familiar with most of the various means of holding and disposing
of property including, of course, such concepts as joint tenancy,
tenancy in common, tenancy by the entireties, community prop
erty, inter vivos trusts (revocable and irrevocable), testamentary
trusts, beneficiary designations, and buy-and-sell agreements.
While these various legal means are more the province of the
attorney, the CPA need not plead total ignorance of them. The
really key element in estate planning, however, is the “goals and
objectives” of the client. This includes the familial, charitable,
personal, emotional, and business goals and involves the same
need to know and understand the client and what he is trying to
do as is found in tax planning generally.
Varying Roles Played by the CPA

The CPA’s relationship to the estate planning assignment may
cover a range of involvements:
1. The CPA initiates the estate planning effort and functions
as quarterback of the estate planning team.
2. The CPA is brought into the picture by someone else, most
likely an insurance person who had convinced the client of the
desirability of doing some estate planning, with the CPA’s pri
mary function being one of providing information and reviewing
proposals developed by others.
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3. The CPA hears about the estate planning assignment from
his client, who did not feel that the CPA had anything to con
tribute to the estate planning effort.
Of course, there are all sorts of gradations and combina
tions of these three.
Selling Estate Planning
The estate planning area is a difficult one to tackle. The CPA
usually has no accurate knowledge of the client’s net worth, al
though it can be estimated. Also the CPA very likely knows
nothing of his client’s present will; although, if a trusting rela
tionship is established, this information can be obtained in an
exploratory interview. The CPA might use a simplified work sheet
(see Illustration 2-1) for gathering data from the client, plus pos
sibly a checklist of data needed for more comprehensive anal
ysis, shown in Illustration 2-2.
The client should be told that just as new tax laws are passed
annually, scores of new court decisions on estate matters are
handed down each year. As a result, an estate plan that was
sound at one time may not be fully satisfactory a few years later.
The CPA should point out that planning an estate properly is a
complex effort and might conclude with the suggestion of a
luncheon meeting some time soon to discuss his estate. If the
client isn’t heard from in a week or so, the CPA should call him.
The CPA should ask the client quite bluntly if he has ever
had a complete review of his estate—very few people, even among
the wealthy, have. At the first meeting, the CPA should present
a copy of the data-gathering questionnaire (Illustration 2-3) that
is the first step in estate planning and inquire if the client has
ever had a similar study done on his property. Usually he has not.
Frequently, the client is unresponsive to the whole idea; how
ever, his interest might be stimulated with a few simple illustra
tions.
For example, if he is covered by a group term life insurance
policy, his wife or children may be able to enjoy 100 percent of
the proceeds instead of 50 percent. All he has to do is fill out a
simple form, and there isn’t even a gift tax cost involved. If he
has potential benefits from a qualified deferred compensation
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plan, there is a cost-free opportunity to substantially increase the
amount that his family members will enjoy. For every client
there is usually one pertinent area that will trigger interest be
cause of the substantial savings that may result from low-cost
corrective action by a tax adviser.
Once the client’s interest has been stimulated, the next thing
is to settle the matter of fees and begin work. The CPA in estate
planning is on extremely delicate ground when it comes to fees.
His colleagues, the insurance man and the trust officer, both
work for free—so far as the client is concerned. The attorney, who
anticipates being attorney for the estate, may work for a rather
nominal fee. The tax man has no commissions coming from in
surance, no fees for acting as trustee or executor, and (unless he
is an attorney) no likelihood of collecting a large fee from the
estate.
It is best to be frank about this with the client. He can be
told in a positive manner that all a CPA has to sell is time—that
it is unethical to take a commission or rebate, and that there is
nothing tangible to sell him. Of all a client’s advisers in this estate
planning project, the CPA alone has no personal axe to grind,
which should make him the most valuable player on the client’s
team.
CPA fees for estate planning are normally on a time basis.
However, as an inducement to get the client started, a flat fee
may be quoted, for example, $500, for a preliminary review and
tentative recommendations, with the idea that once the client
sees the possible problems and savings, he will proceed with a
more extensive analysis. Average fees for estate planning assign
ments for one CPA firm are in a range of $1,000 to $2,500. The
same firm estimated that savings to clients from such services
averaged $43,000 in estate taxes and $600 per year in income
taxes.

Analyzing the Data
Gathering data is usually difficult. Persistence is needed, plus
an unwillingness to accept the client’s statement in preference,
whenever possible, to examining the pertinent documents. Once
the data is gathered, the initial step toward planning will con
sist of determining the tax and cash outflow consequences of the
death of the spouses, based upon existing wills (or the laws gov2-4

erning intestacy, if there are no wills). The CPA should thus
make a computation showing the tax due if the husband died
first and then the wife, and if the wife died first and then the
husband, as well as showing how the property would descend.
This obviously involves a considerable number of assumptions
but tends to be effective in communicating to the client the
possible effects of his present arrangements. Planning can then
proceed to the alternative methods of dealing with the estate,
and effects can be measured within the same analytical frame
work of computations.
It should be obvious, of course, that the tax practitioner will
need to work closely with the client’s attorney in connection with
such a projection, as well as in connection with the projection of
the various alternatives under consideration later in the plan.
Legal aspects of a projected future event are undoubtedly out
side the competence of the CPA, just as the techniques of pro
jecting, in quantified form, the results of proposed transactions
may be definitely within his competence.

Team Work in Estate Planning
Estate planning is, as previously noted, a team operation. The
lawyer is always involved, and insurance men, trust officers, or
investment advisers frequently also play roles. When working
with these people, the CPA should—
1. Focus less on himself and more on the estate planning as
signment which is the common task.
2. Concentrate on what the others are saying, and try to under
stand why they propose what they propose.
3. Discuss ideas with the others and not lecture them.
4. Ask questions and seek insight and clarification.
5. Listen more and talk less.
6. Cooperate to achieve the common goal. If the client’s prob
lems are being solved, the CPA should not create needless
roadblocks.
7. Not interrupt.
8. Compromise rather than strive for absolute perfection. The
CPA who insists on perfection regardless of cost is not best
serving his client.
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Accountant/Lawyer Request Letter
Because of the sensitivity of the relationship with lawyers in
performing estate planning for mutual clients, a form of "request
letter” is often used. In this type of letter the CPA explains to the
lawyer what he plans to do for the client. He then "requests” the
lawyer’s cooperation in helping the client to improve his estate
plan.
Dear Mr. A:

We have been requested by Mr. C, a client of this firm, to
assist him with his overall tax and financial planning. This, of
course, would encompass not only income tax planning but
estate and gift tax planning as well.
Your help will be needed in establishing and implementing Mr.
C’s estate plan. We will rely upon you for interpretation of all
matters of law and look forward to your valued suggestions and
ideas concerning all aspects of Mr. C’s estate plan.

A copy of our preliminary analysis will be forwarded to you
at the same time it is furnished to Mr. C.
We look forward to working with you on this engagement.

Very truly yours,

This type of letter often has the advantage of establishing a
good relationship with the client’s lawyer at the outset. Further
more, the lawyer can feel that he is part of the team rather than
a mere scrivener called in after the fact to draft instruments. In
the final analysis, it is the client who benefits from lawyer-CPA
cooperation. But the CPA also benefits—in goodwill, referrals, and
a sense of professional satisfaction. The CPA should not under
take estate planning if the client declines to designate a lawyer;
and the client who flatters by saying that he doesn’t need a law
yer as long as he has the CPA should be quickly disabused.
When the report to the client is drafted (with a copy to his
attorney, of course), the CPA probably should insert language
similar to the following:
All suggestions pertaining to wills or trusts and all comments
regarding the legal aspects of your property ownership and dis
position, are made solely for the purpose of being the subject
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of further discussion with your attorney. It is your attorney who
must, in all instances, determine the legal consequences of any
proposed mode of ownership or disposition, the legal effect of
any suggested clauses, and who must draft the proper language.

An Estate Planning Example
John and Mary Doe are husband and wife. Their combined
estates are $1,300,000. Each has a will leaving all of his or her
property to the survivor and, if the other does not survive, to
their two children. The husband’s separate property amounts to
$1,200,000, while the wife’s amounts to $100,000. The husband
is 55 years old while the wife is 38. Since both are in good health,
the husband has a life expectancy of 22 years, and the wife, of
40 years.
The clients’ attorney estimates that costs of administration will
be 4 percent of either estate, while legal fees will be another 4
percent, and other costs, $5,000. Since the first computation is
aimed at setting forth the dimensions of the problem so that the
Does can see it, it can be assumed that whichever spouse dies
first, the other survives by at least ten years. There are then
two alternatives to project, as follows:
Husband Dies First
H Estate W Estate
Gross estate
Expenses
Marital
deduction
Exemption
Taxable
Tax

Cash required:
First estate
Second estate
Total

Wife Dies First
W Estate H Estate

1,200,000 1,056,660
-101,000 -89,522
1,099,000
967,138

100,000 1,287,000
-13,000 -107,960
87,000 1,179,040

-549,500
- 60,000
489,500
142,340

-60,000
907,138
291,341

-43,500
-60,000 - 60,000
—
1,119,040
372,126
0

243,340
380,863
624,203

13,000
480,086
493,086
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Alternative plans can be considered against this background
for both financing the needed cash and for reducing the amount
of cash which will be required. Needless to say, these plans are
a team effort, involving the Does, their attorney, usually an in
surance man, and often a trust officer, as well as the CPA.
The foregoing calculation illustrates one of those areas of
dramatic savings that can be used to sell a client on the idea of
estate planning. In the course of conversation it may emerge
that the client estimates his estate at over $1,000,000 and his
wife’s estate at about $100,000 and that his wife’s will leaves
everything to him. The practitioner can point out that in such
a case if her will were to leave her property to the children or
were to leave the property in trust, the tax at her death would be
about $2,500, but there would be saved about $34,000 of tax
at his death.

Estate Planning and the Computer
As is mentioned in chapter 1, time-sharing programs are avail
able for estate tax calculations. Thus, once he has the basic fig
ures, the CPA can easily project the tax consequences of the
death, in turn, of each of the spouses. Further, by varying the
numbers, he can answer such “what if” question as, “What if the
husband transfers the life insurance on his life to his wife?” This
type of use of the computer frees the CPA from the chore of
making projections. Not only will this save time but, moreover,
it removes a substantial bottleneck to the estate planning assign
ment’s getting completed promptly or at all.
If time-sharing is not yet feasible, then the CPA may want to
use an outside computer service (see chapter 5) in a manner
somewhat similar to the use of outside computer services in pre
paring income tax returns. The availability of this type of service
means that estate planning is not beyond the mechanical powers
of any CPA. In any computer service, the key elements in de
termining the quality of the resulting client service are the care
and sophistication exercised in analyzing the data and preparing
the input, and the type of review and analysis given to the
output.
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The Report to the Client

The general format of an estate planning report covers some
or all of the following:
1. Objectives of the plan:
a. Family security.
b. Tax savings.
c. Asset conservation.
d. Estate liquidity.

2. Family and personal data.
3. Description of property owned jointly and separately.
4. Description of closely held corporation and property inter
ests owned.
5. Income patterns and income tax status of persons involved.

6. Discussion and analysis of present plan:
a. Provisions of existing wills.
b. Provisions of existing trust arrangements.
c. Costs involved in the maintenance and support of the
family complex.
d. Income tax problems which would exist, assuming
i. husband predeceases.
ii. wife predeceases.
e. Estate tax problems which would exist assuming
i. husband predeceases.
ii. wife predeceases.
7. Suggested changes in plan:
a. Use of short term trusts.
b. Use of irrevocable trusts.
c. Gifts to charity—inter vivos and testamentary.
8. Special recommendations relating to business interests:
a. Recapitalization of stock.
b. Second tier of shareholders.
c. Qualifying under Code Secs. 303 and 6166.

9. Provision for liquidity of estate.
10. Effective use of the marital deduction.
11. Use of testamentary trusts for children.
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12. Use of testamentary trusts for “generation skipping.”
13. Implementation of the plan.
Illustration 2-4 is an example of an estate planning report to
the client which covers some of the above points.

Gift and Estate Tax Returns

Local custom has a great deal to do with who handles estate
tax returns. In some areas, the estate tax return is handled by
the corporate executor or by the lawyer for the estate, whether
a tax man or not, with possible assistance on specific points from
a CPA. In other areas, it is the custom for the CPA to prepare
the estate tax return. Gift tax returns tend to be prepared both
by tax practitioners and others. The average practitioner does
few of either.
In an average year, approximately 113,000 taxpayers may file
gift tax returns on which 30,000 pay some tax. Estate tax returns
in an average year may run about 134,000 of which only 93,000
actually have any estate tax due. If we think in terms of over
100,000 CPAs, plus perhaps 200,000 more attorneys who are not
tax practitioners but who might have occasion to file these re
turns, plus the number of others who may be filing an occasional
estate or gift tax return, plus the banks and trust companies, there
is not too much likelihood that the average practitioner will pre
pare even one of these returns a year.
The diligent tax practitioner, however, will normally include
questions in his annual tax interview with his clients designed to
reveal whether any taxable gifts were made during the year. And
a surprising number of situations calling for a gift tax return will
thus be uncovered. For instance, a client may have purchased
a house during the year. The money he used in buying it was
separate property, but title to the house was taken in joint ten
ancy with his wife. In this instance, a client may elect to treat
the creation of the joint tenancy as a gift. Or, perhaps, following
the same set of facts, he sold the house during the taxable year,
after having elected not to treat the creation of the joint tenancy
as a gift. This termination of the joint tenancy will then result
in a taxable gift in the year of sale.
The area of estate planning, as previously discussed, is one in
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which the practitioner can perform a signal service to his clients
and also bolster his non-tax-season income. If possible, the prac
titioner should try to handle gift and estate tax returns as well
as fiduciary income tax returns. There are some 800,000 fiduciary
income tax returns filed annually. The practitioner without first
hand experience with gift tax returns, estate tax returns, and
fiduciary income tax returns frequently finds difficulty in fully
appreciating some of the ramifications of these aspects of estate
planning. For example, take the dual statute of limitations area
in the gift tax.
Few clients, and perhaps not all CPAs, understand the statute
of limitation considerations which dictate filing gift tax returns
even though no tax is due, or so utilizing exemptions that some
small amount of tax is due. As with any return, filing even a notax gift tax return starts the statute of limitations running on any
deficiencies attributable to the period involved. As with the in
come tax, a 25 percent or more omission extends the statute to
six years. Unlike the income tax, however, the gift tax is a cumu
lative tax. Thus, the tax bracket of the current year is affected
by the valuation of the gifts of prior years. Even though the stat
ute of limitations has run on assessment and collection of a de
ficiency for a prior year, if no tax was paid relative to a gift,
there is no statute of limitations to prevent the IRS from up
setting the reported valuation of the earlier gift in determining
the cumulative gift valuations which will determine the bracket
for taxation of current gifts (Sec. 2504(c)). It is therefore often
good strategy to so arrange utilization of the lifetime exclusion
and valuation of the taxable portion of a gift that a nominal
amount of gift tax is paid—especially when such difficult-to-value
assets are involved as stock in a closely held corporation.
Since the concepts and terminology in this area are legal (as
contrasted to the income tax, where the concepts and termin
ology are predominantly accounting), the CPA should plan on
working closely with, and relying heavily on, an attorney with
some experience in trust and estate work. The result may be that
neither estate nor gift tax returns will prove profitable in them
selves. When viewed as essential background for estate plan
ning work, however, the time spent on the few of these that
come one’s way may prove a worthwhile capital expenditure.
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Deduction for Professional Estate Planning Fees
Sec. 212(3) provides for the deductibility of the amounts paid
“in connection with the determination, collection, or refund of
any tax” Sec. 262 provides for the nondeductibility of personal
expenses. Most estate planning service is a mixture of tax plan
ning and planning for the disposition of property. Certainly, if
estate planning is solely a tax matter, it is likely that the client’s
wishes will not be satisfactorily carried out. While it is far from
clearly established that fees paid for estate tax advice in con
nection with estate planning are immune from IRS challenge,
certainly the fees paid for planning the disposition of an estate
are not deductible. They should be distinguished, therefore, from
fees paid for advice in connection with the ownership and oper
ation of income-producing or investment property, and from any
portion of the fee connected with income or gift tax advice.
How far IRS might go in contesting the deductibility of the
fees paid in connection with planning for estate taxes is diffi
cult to predict. The IRS has made a concession in a Tax Court
case1 pertaining to the deduction of estate planning fees. The
IRS conceded that the portion of the fee pertaining to tax plan
ning and tax computations is deductible. Unfortunately, some of
the Tax Court judges stated that, but for the concession, they
would have held the expenses to be not deductible. The key
point of the case, however, was the requirement that the por
tion of the expense applicable to the tax work be clearly enunci
ated. The bill should have a breakdown and backup data should
be available to support the breakdown. Failing such details, the
result could be the same as in Merians. Dr. Merians was per
mitted, by the Tax Court, to deduct only 20 percent of the bill
because the evidence was lacking to support a more substantial
deduction. It is likely that the IRS will not reverse itself as to the
concession made without first issuing a formal revenue ruling.
Such a ruling is likely to be prospective only in application.

Estate Planning, Insurance, and Reality
It is sometimes too easy to be caught up in the magic of in
surance contracts, buy-sell agreements, and compound interest
1 Sydney Merians, 60 TC 187.
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tables and to lose sight of the basic economics of what is being
proposed. For example, take the situation of a small CPA firm
with three partners, all about the same age. As part of an
overall review of the firm’s planning for the future, it was pro
posed that the firm should take out key-man life insurance on
each of the partners in order to fully fund a buy-sell agreement
as to that partner’s partnership interest upon his death. This
seemed eminently reasonable to two of the partners, but the
third asked for the opinion of X, a somewhat older CPA with
greater experience in practice management.
X pointed out the obvious. The partners were all about the
same age, and in good health. The total life insurance premium
cost was $2,400. Each bore one-third of that cost, or $800. When
the first partner dies, his estate would collect $50,000 from the
partnership for his interest in the partnership. When the second
partner dies, his estate would also collect $50,000 for his share
of the partnership. The last partner to survive would have the
whole practice, plus his own insurance coverage. If each partner
merely took out $50,000 of life insurance coverage, the first two
partners to the would get exactly the same $50,000 of benefit for
their estates at the same cost of $800 per year each in premiums.
X concluded that no amount was really being paid to a de
ceased partner’s estate for his interest in the partnership. His
widow was collecting on the life insurance, which she and her
late husband actually paid for themselves. The last partner to
survive was reaping a windfall. This was fine, of course, if it was
what the partners really intended to have happen.
X recommended that if the firm really had value in addition
to whatever life insurance the partners might want to carry to
establish protection for their own families, their estates or sur
vivors should participate in the earnings of the firm for a period
of time after their death or disability. If value had been built
up in the firm, then that value would be reflected in earnings of
the firm in excess of merely a return for the time being put in by
the partners and staff. The sharing of these excess earnings with
a deceased partner is, suggested X, an equitable way of recog
nizing and compensating the deceased partner for his contribu
tion to that value, which now inures to the firm and has become
the property of the surviving partners.
In addition, if the firm is successful, the after-tax cost of such
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a participation is reasonable, since the continuing partners get
an ordinary deduction for the amounts that are being paid to the
survivors. The decedent might get his capital account paid from
the contribution that is being made to capital by senior associates
who are acquiring a partnership interest.
The foregoing comments are not a recommendation against car
rying life insurance, but an attempt to point out what seems to be
rather an obvious fact of life in those situations where each of the
partners is, in reality, buying insurance on his own life. On the
other hand, where partners have substantially different premiums
because of differences in age and the firm is treating these premi
ums as an expense of the firm, a different situation exists. The
younger partner pays toward the cost of the insurance on the older
partner’s life, which insurance will be used to buy out the older
partner. Thus, neither partner is in the same position as he would
be if he merely took out insurance on himself. The older partner is
paying less and the younger partner is paying more, and there
appears more justification and more economic reality in such a
circumstance than where the premiums amount to the same
whether paid through the firm or by the individual.

The “Compleat” Estate Planner
The well-rounded estate planner is theoretically as concerned
with building his client’s estate and maximizing the utility of the
client’s expenditures, in terms of the client’s own risk-avoidance
preferences and goals, as in minimizing the estate, gift, and income
tax burden. Too often, business and professional people, including
even financial executives of large corporations, manage their fi
nances in a hit-or-miss fashion. The CPA is in an ideal position to
help the client systematize his own approach to his own finances.
One technique for doing this is to tie together an annual balance
sheet and an annual analysis of changes in financial position.
The CPA should pick a date, such as October 31, and prepare
a personal balance sheet for the client, following the general
format of the AICPA industry audit guide on personal financial
statements.2 The balance sheet should be in great detail, and
2 See AICPA, Audits of Personal Financial Statements (New York: Amer
ican Institute of Certified Public Accountants, 1968).
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valuations should be challenged and supported. The first time
around, since there is no prior balance sheet, the analysis of
changes in net worth during the past year will be rather rough.
A projection should be made of anticipated receipts and dis
bursements for the coming year, as well as likely changes in
values of assets.
Rules of thumb become useful in this endeavor. Thus, a mid
dle-level executive might be expected to save annually at least
10 percent of his after-tax income. Note that “savings” includes
increases in cash values of life insurance (focusing attention on
the possibility that these dollars might be better employed in
other investment alternatives), buildup of equity in a personal
residence, buildup of vested retirement plan equity, and other
similar less-than-obvious types of savings. Household budget per
centages should be reviewed, and individual family goals arrived
at. For example, a particular counselor might think in terms of
12 percent of pretax income for housing, 10 percent for food,
5 percent for life insurance protection, 4 percent for recreation,
6 percent for clothing and so forth. But the actual numbers must
be individually worked out to fit individual needs.
Next, the CPA should make a rough projection of how future
family needs are to be met. The children have to go to college.
Perhaps a Clifford trust would be useful in cutting the after-tax
cost of financing this need. Parents may need support. The client
himself may want to plan for a career change (for example, from
a $90,000 a year executive to a $25,000 a year college professor)
or for early retirement. Based upon assumptions as to living cost
increases (for example, an average of 4 percent per year, com
pounded), how adequate will his funds be for what he wants.
The first time around, the engagement requires mainly man
ager and partner time. Once the workpapers and permanent file
data have been created, much of the annual update can be ac
complished by staff people—with the annual client conference
still taking place between the client and the partner.
Ideally, the calendar year would be used (that is, December 31
as the balance sheet date), but the realities of tax season for
most practitioners make this impossible. Thus, although prepa
ration of the tax return may well provide useful insights into the
financial counseling service, and vice versa, the two are not a
fully integrated client offering. On the other hand, by setting the
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annual balance sheet date for August 31, September 30, or Oc
tober 31, it is quite possible to tie the annual updating in with
year-end tax planning, thereby providing a really useful and
integrated service to the client.
Like all services, the annual financial analysis should include
a complete written report. The report covers the personal finan
cial statements, and in the second and subsequent years includes
a comparison between the projected financial position, receipts
and disbursements, and the actual financial position at the end
of the year and receipts and disbursements for the year, together
with explanations of the differences, suggestions for year-end tax
planning, other financial planning, and projections for the coming
year.
The annual fee for a package of this sort, including preparation
of Form 1040, is likely to be in the range of $750 to $5,000. For a
taxpayer in a 50 percent tax bracket, the after-tax cost should
be modest compared to the increased control he feels over his
own destiny, and his comfort in having available to him an
adviser who is knowledgeable about taxes, financial matters, and
his own personal affairs. In many instances, professional people
and business executives can have the annual update facilitated,
and often improve their own ability to cope with their day-to-day
personal financial affairs, by having the CPA design (or obtain)
a bookkeeping system which can be handled by a secretary.
One objection frequently encountered with this type of per
sonal financial counseling is that it must ultimately involve the
CPA in giving investment advice—thus actually or potentially
destroying his independence in connection with the investments
which he advises making (or, by implication, those which he ad
vises not making, as well). Certainly, the client will attempt to
obtain specific recommendations from the CPA who has assumed
the role of financial counselor to him. Similarly, the psychiatrist’s
patient seeks to have the psychiatrist tell him what to do. But
the objective of both the CPA and the psychiatrist is not one of
telling the client or patient what to do, but of helping him see
the alternatives that are open to him, the consequences of adopt
ing those various alternatives, and the relationship between those
consequences and the person’s own goals, objectives, and values.
Thus, the CPA need not, and probably should not, attempt to
function as some sort of financial department store, touting for
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the client this hot stock, that good real estate buy, or this bargain
annuity policy. The client should be encouraged to reveal his
goals and the CPA should help the client analyze prospective
investments upon request. Such analysis will often point out the
implicit assumptions upon which the attractiveness of the invest
ment rests, but will stop short of telling the client to either buy
or not buy.
The economics of the annual financial analysis is still largely
untested on a large scale. Many companies purport to offer simi
lar counseling services, but almost always with a tie-in to affili
ates that are selling something and with a fee structure that re
flects the potential profit from those sales. A Conference Board
survey (reported in the July 13, 1973 BNA Daily Tax Report) in
dicated that 80 out of 269 companies responding were providing
financial planning as an executive fringe, while another 24 were
considering it. The majority of the successful plans emphasized
estate planning and investment strategy and included income tax
return preparation as a service. Of the 59 companies identifying
their counselors, 29 used independent consultants, 25 used banks
or trust companies, 15 used public accounting firms, and 8 used
law firms. Median annual costs were $3,000 per individual.
As in estate planning generally, the CPA in offering this
broader service is likely to charge a premium fee compared to
others. But by his training and objectivity and his financial state
ment approach, he is also apt to render a better service.
Certainly, the market need exists. More people have more
money, and hence many more decisions to make as to what to
do with it. It is harder for them even to see where they are,
let alone where they are going. The legal and economic structures
within which they exist grow more and more complicated with
the passage of years. They turn for advice to a wide range of
persons with a wide range of capabilites—from the financial
genius to the charlatan, but it is to the CPA that they should be
able to turn for help in understanding the financial realities of
their existence—not only for his expertise, but also for his integrity.
Those CPAs and firms who emphasize the skills necessary to
handle such assignments should find that the marketplace will
reward them handsomely, and that the personal relationships they
establish and the professional satisfaction that they reap will
more than compensate for the efforts they put forth.
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Estate Planning Work Sheet

Estate Planning Data
As of____________________________

Husband__________________________________ •

Age___________

Wife__________________________________________ Age___________
Will Made?

Yes (

)

No (

)

Date Made

Attorney____________________ Address

Prior Gifts?

Yes ( )

No (

)

Detail recorded?.

Estimated Estate:
a. Real Property
b. Personal Property

$_
_

c. Liquid Assets
d. Securities

_

e. Equities (Partnership, etc.)

f. Other (------------------ )

$_

Estimated Gross Estate

_

g. Debts (Total)

Estimated Net Estate

$_
$_

Legal Heirs:

a. Children

1_____________ Age___

4 ____________ Age--------

2 ----------------- Age___

5 ____________ Age--------

3 ----------------- Age----

6 ____________ Age--------

b. Grandchildren (No.)_________ c. Parents (No.)________________

d. Brothers-Sisters (No.)________ e. Nephews-Nieces (No.)________
Notes:
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Illustration 2-2 Estate Planning
Checklist of Necessary Documents

Checklist of Documents
and Data Needed

Document or Item

1. Birth certificate—yours, spouse’s,
children’s
2. Social Security card no.; marriage
certificate
3. Deeds to realty
4. Leases on property on which you
are the lessor or lessee
5. Partnership agreements
6. Business agreement between
yourself and associates
7. Purchase and sale contracts
8. Close corporation charters, by
laws, and minute books
9. Balance sheets and profit & loss
statements for last five years, in
all businesses in which you have a
proprietary interest
10. Personal balance sheets and in
come statements for last five
years, if any were made
11. Divorce decrees
12. Property settlements with
spouse, antenuptial agreements
13. Trust instruments
14. Your will
Spouse’s will
Will of other family members, if
pertinent
15. Instruments creating power of
appointment of which you are
donee or donor
16. Life insurance policies and div
idend data
17. General insurance policies
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Enclosed

Not
Missing Applicable

□

□

□

□
□

□
□

□
□

□
□

□
□

□
□

□
□

□
□

□
□

□

□

□

□

□

□

□
□

□
□

□
□

□
□
□
□

□
□
□
□

□
□
□
□

□

□

□

□

□

□

□
□

□
□

□
□

Illustration 2-2

Enclosed Missing

Document or Item

18. Copies of employment contracts,
pension benefits, etc.
19. Other legal documents evidenc
ing possible or actual rights and/or
liabilities
20. Income tax returns, federal and
state, for past five years
21. Gift tax returns and copies of rev
enue agent’s reports, if any
22. Veteran’s service records

Not
Applicable

□

□

□

□

□

□

□

□

□

□
□

□
□

□
□

Advisors

Name

Address

Phone No.

(Attorney)

(Accountant)

(Trust officer)

(Other bank officer)
(Life insurance underwriter)

(Investment advisor)

(Stock broker utilized by client)

(Tax adviser)

(General insurance broker)

(Physician)

(Others)
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Illustration 2-3 Data Gathering
Questionnaire for Estate Planning

Questionnaire and Interview Checklist
Name__________________________________ Date--------------THIS INFORMATION IS PERSONAL AND CONFIDENTIAL

1. (a) Date of birth:
(b) Social Security no.:

2. (a) Legal residence:
(b) Other residences:
(c) Time normally spent annually at each residence:
3. Spouse, children and their spouses, grandchildren, parents, other
close kin:
Name

Age

Relationship

Home Address

4. Date of marriage:
5. Has he ever previously been married?

6. Has he adopted any children?
7. Pension and annuity plans:
Is he covered under any pension, profit-sharing or annuity plan? If so:

(Company)
2-24
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8. Stock purchase plans:
Is he covered by or under any stock buy/sell agreement or stock
option plan? If so, list the following on a separate schedule:
(Brief Details)

(Company)

9. Life insurance (including group insurance):

(a) Policies on his life owned by him:
Policy No.

Company

Amount

Cash Surrender
Value (approx.)

Beneficiary

(b) Policies on life of another owned by him:
Name of Insured

Policy No. Company

Cash Surren
der Value

Benefi

Amount

ciary

Amount

Benefi
ciary

(c) Policies on his life owned by others:
Name of Owner

Policy No. Company

Cash Surren
der Value

(d) Who has the right to change the beneficiary of the above policies
or borrow against these policies?
(e) Loans on policies:
Policy No.

Bank or
Insurance Company

Interest
Rate

Amount
of Loan
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10. Trusts for his benefit:
Created By

His
Interest

Trustee

Amount

11. Gifts and other transfers:
(a) Trusts created by him:

Year Created

Trustee

For Benefit Of

Value of
Amount of Gift

(b) Outright gifts of more than $3,000:
Year Made

To Whom

Amount

Purpose
or Motive

(c) Have gift tax returns ever been filed? If so, obtain copies of
returns which will be reproduced and returned to him.
12. Powers of appointment held by him:
Under Will Of or
Trust Created By

Amount of Fund

Nature of Power

Has any power of appointment been released by him?
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3. Expectancies of inheritance from others:
From Whom

Age

Relationship

Amount

14. Has he within the last five years received any property by gift or by
inheritance? If so, give details:

15. Banks with which accounts are kept:
Name

Address

16. Safe deposit boxes:

(a) Name and address of bank:

(b) Location of keys:
17. Stock brokers:
18. Life insurance brokers:

19. Investment adviser:

20. Attorney:
21. Persons having detailed information about his affairs:
22. Proposed executor or executors:

Name.-------------------------------------------------------------------------------Age------------------------------------------------------------------------Present occupation__________________________________________
Education_________________________________________________
Financial or commercial experience___________________________
Relationship--------------------------------------------------------------2-27
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23. Proposed trustee or trustees:

Name____________________________________________________
Age------------------------------------------------------------------------Present occupation_________________________________________
Education_________________________________________________
Financial or commercial experience___________________________
Relationship_______________________________________________
24. Charities in which he is interested:

25. Estimated annual income for current year:

Salaries
Partnership income
From securities and other investments
From trusts
Other
Total

$_______________
_______________
_______________
_______________
=====

$_______________

26. Net worth statement:
Assets
Cash
Proprietorship
Closely held corporations (give details below)
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Estimated Value
$_______________
________________

Partnerships, etc.

_______________
_______________

Other securities (give details below)

_______________

Real estate (give details below)
Residential
Other

_______________
_______________

Illustration 2-3

Estimated Value

Assets

Mortgages, notes, debts, etc., receivable
(give details below)

_______________

Jewelry

_______________

Furs

_______________

Other personal property of particular value
(give details below)

Total

.

$_______________

Estimated Value

Liabilities'

Mortgages (property located at
----------------------------------)

$---------------------

Loans
Margin account

Taxes
Other debts (including contingent obligations)

Total

$.

REMARKS
A. Explanation of securities:
Name

Original
Cost

Approximate
Market Value

Estimated
Annual Yield
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B. Give approximate total amount of government bonds and give loca
tion of bonds:
C. Explanation of real estate. Attach separate sheet for each parcel, and
indicate the following:

Address and description
Cost of building
Cost of land
Amount of mortgage
Estimated fair market value
of land
6. If rented, approximate
annual net income
7. Title in whose name(s)

1.
2.
3.
4.
5.

D. Explanation of mortgages, notes, debts, etc., receivable:

Item #1

1.
2.
3.
4.
5.
6.
7.

Item #2

Item #3

Type of obligation
Amount
Debtor
Date of obligation
Maturity date
Terms of payment
Interest rate

E. Does he own any bank accounts, bonds, or other property jointly
with another? If so, give details:

F. Proprietorships, closely held corporations, partnerships, etc.:
1. Nature

2. Percentage of interest
3. Names of other owners
27.
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Are there any other facts which may be material and necessary to
properly review his current estate? If so, discuss below:
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Estate Planning Report
to Client

December 10, 1971
Dear
I’ve reviewed and analyzed the information furnished to me by
________ and yourself on November 8, 1971 at our meeting here in
_______ The following are my preliminary comments and suggestions.

Summary
So long as_________________ Corporation is not publicly held, it
would appear that stock redemption agreements should be arranged with
it so that a combination of the stock redemption provisions of Sec. 303 and
the ten-year payout provisions of Sec. 6166 can be effectively utilized. In
addition, substantial gifts of stock should be considered, and the possibil
ity of increased life insurance coverage should be explored. If the corpora
tion goes public or merges, sufficient liquidity to fund the estimated
estate clearance costs must be written into whatever agreements are fi
nally reached.

Present Plan of Disposition
Your wife’s will, dated July 15, 1971, leaves to you in trust “A” the
amount that will qualify for the maximum marital deduction, with the
balance going into a trust “B” to ultimately go to your two daughters, or
their children, and the children of your deceased son. Your will, also
dated July 15, 1971, leaves the balance of your estate to the revocable
trust. This trust, which was set up on June 24, 1971, in turn provides for a
trust “A” and a trust “B,” with the amount going into “A” being the
maximum amount available for the marital deduction. The assets in trust
“B, ’’ following the death of your wife if she survives you, shall likewise be
divided up among your children or their children.
This is a sound plan of disposition. It is my understanding that during
your lifetime you will transfer the bulk of your assets to the revocable
trust. This will facilitate administration, and reduce costs, although not
affecting estate taxes.
In reviewing the provisions of the wills and the trusts, we were pleased
to note that the “B” trust provides only for discretionary distributions. If
the trusts are administered in accordance with the objective of these
provisions, both estate tax and income tax impact can be minimized. This
is based on the fact that the property in trust “A” will be includible in the
estate of the surviving spouse, while any income distributed from the “B”
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trust would also be includible on the income tax return of the surviving
spouse. In administering these trusts, the approach should be that no
distributions will be made from the “B” trusts unless and until the entire
assets of the “A” trusts are exhausted. The “B” trusts will thus file sepa
rate tax returns and pay taxes at the rates applicable thereto, rather than
piling some part of their income on top of that of the surviving spouse. Of
course, when the “B” trusts ultimately do make distributions out of their
accumulated earnings, there will be income tax consequences to the ben
eficiaries then receiving them. However, it is unlikely that the total tax
impact will be as great as if the income of the “B” trusts had been distrib
uted to the surviving spouse and taxed then.
Estate Evaluation
Putting a value of $11,200,000 on the total outstanding stock of
________ Corporation (which is probably a conservative estimate, but
might be defensible on the basis that your 48 percent ownership would
certainly be subject to a blockage consideration in calculating value) and
including the other assets as we discussed in_______ , it would appear
that you would have total assets in the neighborhood of $6.25 million,
with only a nominal $65,000 of debts thereagainst. Mrs________ would
appear to have about $240,000 of assets for estate tax valuation purposes.

Estate Clearance Costs
Attached is a schedule showing estate clearance costs under varying
assumptions as to your dying first or Mrs________________ dying first.
Since you have not actually transferred your assets to the revocable trust
as of the time of this analysis, we have left in the analysis a provision for
administrative expenses. However, that provision will be altered as a
result of the revocable trust, although the amount of the federal estate tax
will be increased by 56 percent of any savings in the administration ex
penses. Based upon the assumptions entering into our calculation, the
total estate clearance costs between your estate and your wife’s will range
between $3,300,000, in the event you die first, to slightly in excess of
$3,500,000 if Mrs----------------------- dies first. The details of the specific

calculation are probably not of crucial importance, however, as compared
to the fact that it appears that only about half of the value of your property
will ultimately go to your children and grandchildren. Higher valuation
on stock, which is the largest single asset, or on any other assets, would
make the problem worse, of course.
The problem of estate liquidity is a major one which could have serious
consequences to your family and the business, and especially so in the
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event that the deaths of you and Mrs________________ were close to
gether and occurred at a time when money was tight. It would appear that
you only have approximately $200,000, exclusive of the assets rep
resented by the corporation and the life insurance carried on you by the
corporation, with which to fund these expenses.

Some Approaches To Liquidity
Gifts of Stock
The transfer of stock in___________ to your children and grandchil
dren, or to an irrevocable trust for their benefit, will save up to $.56 out of
every dollar of value transferred, owing to your high estate tax bracket. A
gift of 100,000 shares of______________stock, divided approximately
equally among 14 separate donees, would result in from $232,000 to
$363,000 of gift tax, depending upon whether the stock is valued at $11 a
share or at $15.39 a share (which is approximately 130 percent of the
September 30, 1971 book value). This would mean that you would be
paying gift tax at a marginal rate ranging between 27% percent and 31½
percent. Since the gift tax paid is, in turn, a reduction in your taxable
estate, the net tax savings between the estates of yourself and your wife
from making such a gift would actually range from $500,000 to $680,000.
(If you died within three years of the gifts, the stock would be includible
in your estate, and the gift tax would be a credit against the estate tax.) In
any event, since $84,000 of tax-free gifts can be made for 1971 if made to
14 donees and by 12/31/71, we strongly recommend that at least such
amounts be transferred during December pending any decisions on a
larger gift program. The availability (between your wife and yourself) of
$60,000 of lifetime gift tax exemptions would mean that the total gifts for
1971 could be $144,000 with no gift tax being imposed (although returns
should be filed). The effect of differences of opinion as to the
_____________ stock will not be great in connection with these 1971 gifts
if the attempt is being made to keep within the $144,000 limit. If, for
example, the stock were valued at $15 per share, you would make a gift of
9,600 shares. An ultimate determination that the value of the stock was
$20 per share would result in a gift tax of less than $5,000 being due.
(Note that gifts of up to $84,000 could then be made again in 1972 tax free
at any time on or after January 1, 1972.)
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Payment Extension
At the present time, your interest in______________ Corporation
would qualify for extension of time for payment of estate tax as provided
by Sec. 6166. Under this provision, the executor of your estate could elect
to pay the estate tax in up to ten equal annual installments, inasmuch as
the_________ stock represents at least 35 percent of your gross estate.
This tax deferral is available only with respect to that portion of estate tax
which is attributable to the value represented by this stock, but this, at
present, represents the bulk of your estate. The deferred payments are
subject to an annual 4 percent interest charge. If reliance is placed on this
section to eliminate some of the need for liquidity, any proposed sales or
gifts of_________ stock should be reviewed to make sure that the tests of
Sec. 6166 continue to be met and that the stock represents at least 35
percent of your gross estate or 50 percent of your taxable estate. Note that
the gift of 100,000 shares discussed above would not eliminate the estate’s
right to make this election.

Redemption
In conjunction with Sec. 6166 or as a separate alternative, the estate
can also take advantage of the stock redemption provisions of Sec. 303.
Thus, the corporation could, without adverse tax consequences to the
estate, redeem an amount of stock that did not exceed the amount of
death taxes, interest on taxes, and deductible funeral and administration
expenses. This could be done in one amount or on an installment basis. So
long as the Sec. 303 redemption proceeds are used to pay estate tax, the
unpaid installments of estate tax will not be accelerated regardless of what
percentage of the_____________ stock held by the estate is redeemed. If
an amount equal to the Sec. 303 redemption proceeds is not paid on the
estate tax by the due date of the next installment becoming due after such
redemption, then there will be an acceleration of the deferred estate taxes
if the estate and/or trust disposes of 50 percent or more of the
_____________stock includible in your estate. Your estate might then
face the situation where______________did not have the resources to
redeem in cash, within three years and 90 days, an amount of stock as
great as the amount that could be redeemed under Sec. 303. Normally,
one solution would be for the corporation to nevertheless redeem the full
amount up to the Sec. 303 limit, giving a note for the amount that it could
not then pay with cash. The payment terms on the note would be timed to
meet the estate tax installments as they became due. The note would
qualify under Sec. 303 (Rev. Rul. 65-289). But in this situation, the bal
ance of the tax deferred would be accelerated if the stock redeemed
amounted to 50 percent or more of the total in the estate. This does not
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appear to present a problem at the moment in the event that you die first,
but could present a $900,000 liquidity shortage in your estate in the event
that your wife predeceased you.
If it is necessary to redeem stock in excess of the maximum under Sec.
303, the estate or trust might also face the danger of having the redemp
tion amount treated as ordinary income. Since your children and wife will
be beneficiaries of the trust, the fact that a redemption is of a dispropor
tionate amount of stock under Sec. 302 would not insulate against this
dividend possibility if the total stock owned by them, plus your estate and
trust, exceeded 50 percent of the outstanding_____________ stock after
the redemption. This problem can probably be avoided, so long as it is
recognized, by increasing the size of the redemption.
The practicality of relying on the combination of Secs. 6166 and 303
depends upon the ability of the corporation to generate enough cash to
redeem the amount of stock that would be necessary to fund the estate
clearance costs.
Insurance
Another aspect of liquidity is represented by the October 15, 1971
letter of your insurance consultant. While I am concerned that the
specific proposal that he makes might not qualify as part of a plan of group
insurance under the provision of Regs. Sec. 1.79-1(c), which requires that
“the amounts of insurance protection provided under the plan must be
based upon some formula which precludes individual selection of such
amounts,” if, in fact, such insurance protection can be obtained for the
cost figures which are quoted, it would seem desirable to more fully
explore this as a supplement to fund the liquidity requirements in any
alternative that might be adopted.
Public Offering
A public offering of the stock of_____________ Corporation could both
create a market for that stock which you retain and raise funds by includ
ing some of your stock as a part of that offering. However, a public
offering without sufficient proceeds going to you to fund estate clearance
costs might prove less than satisfactory, inasmuch as the degree of liquid
ity which your retained stock would have would depend upon market
conditions existing at an unpredictable future time, while being a publicly
held corporation would make much more difficult the redemption of your
stock by the corporation. With the proceeds of a public stock offering, you
could, among other things, consider the possible purchase of discounted
U.S. Treasury Bonds qualifying for application at par against the estate
taxes.
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Merger
Still another alternative would be merger with a corporation whose
stock is readily marketable. Depending upon the specific corporation, and
the nature of the market, the problems may exist of stock having to be
sold at a time when the market is unfavorable, while the corporation may
be precluded from redeeming the stock. Any such agreement, therefore,
must provide you with sufficient assurance of liquidity.

Miscellaneous
Several specific things might be done to make small improvements in
the estate situation. Some of these were discussed at our meeting, includ
ing review of the insurance policies owned by others on your life to make
sure that, if they predecease you, the policies do not revert to you. A
deferred compensation plan covering benefits to your wife might prove
economically advantageous. And, because of its relatively small size, your
wife’s estate should, as suggested by Mr._____________ probably bypass
you entirely, since the benefit of the marital deduction in her estate is
likely to be far less than the cost of including that same property later in
your estate.
Conclusion
We will be happy to work with you and your other advisors in imple
menting the program discussed above, or in evaluating alternative ap
proaches.

Respectfully submitted,

Enclosures
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3
Legal Liability Aspects of
Tax Practice
Sources of Liability
A CPA’s liability to his client in a tax return preparation situa
tion can arise from two related sources. First, he may be liable to
the client for breach of his contractual relationship with him.
Second, he may be liable for breach of his general duty to exer
cise due care.
For example, a CPA undertakes to prepare a taxpayer’s return.
For any reason, except contributory negligence on the part of the
client, the CPA fails to file the return on time. The client incurs
a penalty and interest expense. The CPA may be liable to the
client for breach of contract with him.
The client requests the CPA’s advice on the tax consequences
of a proposed transaction. He provides data to use in making the
analysis. The data purports to show the book value of certain
items of equipment.
A casual scanning of the schedule shows that the amount of
accumulated depreciation is too small for the useful fives listed.
The CPA fails to spot this. Using the erroneous information, he
notifies the client that the sale of the equipment in the contem
plated transaction will result in a substantial ordinary (Sec. 1231)
loss. In fact, the sale results in ordinary income (Sec. 1245) rather
than ordinary loss. The client can prove that if the CPA had in
vestigated the data furnished, his analysis would have been
materially altered. If the CPA’s analysis had been different, the
client would have avoided the transaction, and not have had the
tax to pay. Here, while the CPA performed exactly what he
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contracted with the client to do, he might still be liable to the
client.
Another example along the same line is the situation in which
the client asks the CPA’s opinion on the feasibility of selling X
Corporation stock to Y Corporation at his tax basis, in order to
obtain needed cash with no income tax consequences. The CPA
either fails to ascertain that the client controls both corporations
as a result of application of the attribution of ownership rules, or
fails to appreciate the applicability of Sec. 304, dealing with re
demptions through the use of related corporations. The CPA
advises the client that he will incur no tax liability. In fact, the
proceeds of his sale are taxed to him as ordinary income. Here,
while the CPA gave the client an honest opinion, he might still
be liable for negligence.
The CPA prepares tax returns for a father and his son, both of
whom were recently killed in an auto accident. Certain of the
relatives are contesting the son’s widow’s claim that her husband
was a partner with the father. Lawyers for these other relatives
have obtained a court order permitting them to examine the
father’s tax returns. While they are in the CPA’s office, com
fortably ensconced in the library reviewing the father’s return,
they ask one of the CPA’s staff to bring them the file on the son.
Assuming that this is proper, the staff employee brings them the
file. They copy certain data from the file copies of the son’s re
turns, to which source they subsequently refer in the court action.
The son’s widow sues the CPA for damages, claiming he breached
the implied contractual obligation of secrecy. In a British case1
(Fogg v. Gaulter and Blane), the accountant was held liable for
damages under somewhat similar circumstances.
In order to commence an action against the CPA, the client
must show that the CPA had a duty toward him, and that the
client sustained an injury. The determination of whether the
CPA’s conduct caused that injury, whether his conduct was negli
gent, and the amount of the loss caused the client by the CPA’s
negligence, may ultimately be decided by a jury. The CPA should
bear in mind, therefore, that he may have to explain his actions
to laymen. At the time he does this explaining, he may take for
granted that the ex-client and his personnel will be hostile to
1 See Journal of Taxation, July 1961, p. 48.
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him. In fact, they may be trying to exonerate themselves by im
plicating the CPA! The jurors will view the CPA through eyes
dilated by the public’s conception or stereotype of what a CPA
is or does in the tax field. Generally, the public thinks the CPA
does more and takes more responsibility than is really the case.

Controlling Liability

The major controllable factor, therefore, in delineating the ex
tent of liability to clients is the contract or understanding with
the clients. The CPA should avoid the indication that he under
takes any work to achieve a specific result. It is the nature of pro
fessional work that a CPA can undertake to do his best to exer
cise good faith and integrity, but he cannot sensibly undertake to
be infallible.
Thus, a flat commitment to a client to “timely and properly
prepare and file all necessary 1973 tax returns” would be over
reaching. This would be true even if he were sure that the records
of the client were sufficient. More professional would be the
statement, “We will assist you in preparation of your 1973 federal
income tax return, for which purpose you will timely provide us
with all necessary data and information.”
The understanding with the client might be contained in a
memorandum of engagement or engagement letter, prepared
prior to the commencement of any work, or it might be in the
letter transmitting the completed returns to the client for signa
ture. There should be something in writing though—and the
earlier in the engagement the better.
This is not advocacy of a “claim check” approach, in which the
CPA in effect says, “We are not responsible for personal prop
erty” in the tax area. The CPA tries to clarify between the client
and himself exactly what it is he has undertaken to do for him.
In fact, the liability aspects of this clarification are properly sec
ondary to the communication aspects. The following is an exam
ple of language used in a transmittal letter:
We have prepared the return from information furnished to
us by you, and without independent confirmation or verification
on our part. Bank statements, paid bills, and all other records
supporting the items appearing in this return should be retained
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by you for at least four years, since the IRS may request their
production in the event of an audit by them of your return.
Our fee for preparation of the return does not cover any services
that we may be called upon to render in connection with such
an audit.
Illustrations 3-1 through 3-8 indicate varying types of engage
ment letters. Note that they serve communication as well as
liability clarification purposes.
In addition to a record of what the CPA contracted to do, it is
vital that he leave a clear audit trail showing what he did do. It
should be possible to trace every figure that appears in the final
returns back to its source. (See discussion of tax working papers
in chapter 6.) If the CPA made corrections or adjustments of any
substance in the data furnished by the client, in addition to the
reason for the adjustment, the working papers should indicate the
date the adjustment was discussed with this client and the fact
that he agreed with the action.
If some items appearing in the return are in that hazy area of
taxes where ambiguity in the law or regulations or conflict in the
court decisions makes their treatment controversial, the working
papers should show the reasoning behind, and the support for,
the treatment adopted. If a substantial amount (in terms of what
would be “substantial” to the client) is involved, the client should
be presented with the alternative treatments possible. The CPA
as expert can tell him the pros and cons, the potential tax saving,
and the possible risk. The client should make the decision as to
which alternative to adopt.
While some people in the profession might maintain that they
have a duty to resolve all doubts of this sort in favor of the client,
clients’ attitudes towards possible controversy will vary consider
ably. Some are litigious by nature. Many have an aversion to tax
controversy. Even successful tax controversy is expensive; a tax
controversy which is both expensive and unsuccessful can leave
a client (quite possibly soon to be an ex-client) with a rather
acid opinion of his adviser.
Thus, again, the action that minimizes exposure to liability
(i.e., requiring the client to make the decisions on major contro
versial items) is probably also the wisest action from the stand
point of client communications and maintaining good client
relationships.
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Some Cases in Point

While cases involving the specific issue of a practitioner’s lia
bility to his client, or lack of it, have been sparse in the tax return
field, it might be instructive to look at two extreme cases involving
the basic issue of what the practitioner contracted to do and what
he did.
In Brill,2 an accountant was convicted of fraud in con
nection with the returns of a client. “He [the accountant]
testified that the returns were prepared upon a trial balance,
various schedules and an inventory, all of which were made
available to him as the result of the efforts of the full-time
employees of the department; he also stated that he never
audited or physically examined the books of account, and though
he admittedly made adjusting entries, he asserted that the nec
essary figures were obtained from other sources.” But the jury
chose not to believe Mr. Brill’s version of the scope of the serv
ices he was engaged to render. They believed the testimony of
the president of the client that Brill was, in effect, the part-time
controller of the corporation. They found Mr. Brill guilty of aid
ing and abetting in the filing of a false return.
The other extreme case involved a man who was both an
attorney and a CPA, and who had over 35 years of experience.
The case is Wallace.3 Wallace’s client owned and operated a
chain of hotels. The client’s personal expenses were charged to
expense accounts of the various hotels in literally hundreds of
instances. “. . . Wallace contended that he was employed to make
tax returns from information furnished him either by Puckett
[the client] or the resident auditors of the various hotels; that
he did not supervise the auditors to the extent that he checked
the books, and that his only responsibility was to answer any
questions the auditors might have. . . . Not one of the resident
auditors who testified in the case said that he had ever received
instructions from Wallace as to how specified items should be
handled.” Again, as in the Brill case, the jury declined to be
lieve the practitioner’s version of what he was engaged to do
and what he did.
2 Samuel J. Brill, CA-3, 270 F2d 525 (1959).
3 Braxton C. Wallace, CA-4, 281 F2d 656 (1960).
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While we are not at this point concerned with fraud as such,
or even with the guilt or innocence of Brill or Wallace, the mes
sage of these cases should not be lost: Professional carelessness
may carry criminal penalties!
How far can this go? There has been at least one instance in
which representatives of the Department of Justice suggested
that an accountant might be guilty of criminal tax fraud in the
preparation of a business return that contained illegitimate de
ductions, even though the accountant was not aware of the
nature of the deductions, and their nature was not disclosed by
the type of examination conducted by the accountant in good
faith. Certainly, the quantum of evidence that could support a
fraud charge could be used to support a charge of negligence!
To summarize, then, it would seem that minimizing exposure
to liability and promoting good client relations would require
(1) that there be a clear understanding between the CPA and
the client of the scope of the services rendered or to be rendered,
(2) that a clear “audit trail” connect the figures incorporated into
the return with the source data, and (3) that the treatment
adopted on controversial items of material amount be based on
the client’s decision, not the CPA’s.
Before leaving this topic, it is well to discuss some of the situa
tions with liability potential which crop up in daily tax practice.
Ancillary Returns Not Prepared

When a CPA is engaged to prepare, for example, a federal
income tax return for a client, it is unsafe to assume that related
state income tax returns or the federal Form 940 are not to be
prepared by the CPA. If these other returns are to be prepared
by the client, or by another practitioner, the CPA should make
sure that these arrangements are specifically understood by all
parties involved. The CPA should not simply assume that some
thing will be done by someone else: it may not get done at all.
Inadequate Client Books and/or Records

Except for farmers and wage earners, taxpayers are required
by the Regulations to keep “sufficient” permanent books or rec
ords. Where the client does not do this, the CPA has an oppor
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tunity for additional service to the client. Depending on his
relationship with the client (that is, new or old client, related to
other clients in a business, social, or family way, and so forth),
his failure to bring his records up to a level of sufficiency should
make the CPA hesitant to continue serving him. Nothing can
be done about last year, so a CPA is justified in preparing that
return; but a position of firmness on his part as to the need for
more adequate records starting with the current year will usually
pay off with both more work from the client and a better client.
The occasional client that is lost as a result of this is probably
better off gone anyway: he will seldom be an asset.

Divided Responsibility
The CPA may practice alone or may have partners, associates,
or employees. In any event, the client will have other profes
sional advisers dealing with nontax matters. The CPA should
develop the habit, and encourage it in others, of making written
memoranda for the client’s tax file as to anything out of the ordi
nary that occurs during the year. This might involve some advice
the CPA’s partner gave the client while he was out of town. It
might involve a specific transaction. It might involve some infor
mation. It is imperative to put it in writing and into the file. The
client has a right to expect that anything the CPA knows about
will be reflected in the preparation of the return. The fact that
the man who made the audit forgot to tell the man who prepared
the return something is certainly nothing for which the client
should suffer.
Scrutiny of Client-Furnished Information

As a professional tax practitioner, the CPA is presumably in
quisitive by nature and skilled at eliciting information. The client
has a right to expect that these attributes will be utilized in the
preparation of his tax returns. The questioning of the client
should cover all reasonable sources of taxable income and likely
items of deductions. It is unprofessional merely to take the
client’s preferred data, on the assumption that he knows enough
about taxes so that it is correct and complete. It is certainly not
exercising “due diligence” when the CPA does so. At the same
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time, the CPA is under no obligation to conduct any sort of an
investigation: “. . . the CPA ordinarily may rely on information
furnished by his client unless it appears incorrect or incomplete.”4
But it may not be “due diligence” to accept the data without
some critical scrutiny. The CPA should first ascertain how the
figures compare with the information on the previous year’s
return. Even if he didn’t make out the return, the CPA ought
to get a copy of the returns for the past few years, if only to
see if income averaging applies and how the figures compare
with trade association statistics. These are rather readily available
for a wide variety of trades and businesses. The CPA should
study how the figures compare with his own concept of what
might seem reasonable for this type of business or person.
If there seem to be discrepancies, he should not just assume that
there is a logical explanation, he should get one. If the explana
tion doesn’t satisfy him, he should ask more questions. This may
be difficult to do when the CPA is pressed for time, but it pays
off in the long run in terms of peace of mind, enhanced reputa
tion, and a better level of fees. Not illogically, it is easier to
charge professional-level fees when a professional-level service is
being rendered.
What are the client’s policies on potential trouble areas, such
as travel and entertainment, repairs and maintenance, officers’
salaries, and inventories? While fully justified in taking the client’s
word as to facts, a CPA is not justified in unquestioningly accept
ing his client’s conclusions as to proper tax accounting. Yet, if
the CPA accepts his client’s preferred data without question, that
is precisely what he is doing.
Once his suspicions are aroused as to a policy or an item, the
CPA should either confirm or dispel his doubts. If the client
is unwilling to incur the cost of this, the CPA should, in turn,
be unwilling to complete the return. One need not be moralistic
in explaining this to the client. A physician will not prescribe
poison for a patient—even though the patient requests it. Sim
ilarly, a CPA cannot in good conscience help the client file a
4 See AICPA, Statement on Responsibilities in Tax Practice No. 9, "Certain
Procedural Aspects of Preparing Returns” (New York: American Institute
of Certified Public Accountants, 1973), p. 2.
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tax return which may get him into serious trouble.
Again, while this type of approach may reduce the CPA’s
exposure to liability, it also serves the client and the cause of
client relations. Resolution of questions of this sort is relatively
easy at the time the return is prepared, but it can be excruci
atingly difficult during an IRS audit, when data is not available,
memories have developed flaws, or people have moved away
or died.
If the client is ever charged with fraud or negligence, the fact
that he made all of his data freely available to the CPA will prove
of great help to him. As one court commented, “When a corpo
rate taxpayer selects a competent tax expert, supplies him with
all necessary information, and requests him to prepare proper
tax returns, we think the taxpayer has done all that ordinary
business care and prudence can reasonably demand.”5 Part of the
fee a client pays is, in a sense, an insurance premium; the CPA
should make sure he earns that fee.
Tax Saving Suggestions

Under normal circumstances, the CPA has no obligation to
the client in a return preparation situation to make specific sug
gestions for tax minimization. Where the minimization involves
elections available in preparing the income tax return, however,
it is incumbent upon him to use care in choosing among the
available alternatives.6 Thus where a practitioner through error
filed a joint return (pre-1948) and separate returns would have
resulted in $20,000 less tax, he admitted his liability and reim
bursed his clients their $20,000 loss. While some elections, such
as whether to take the standard deduction or to itemize deduc
tions, are relatively mechanical, other elections, such as to report
gain on the installment basis, involve factors such as anticipat
ing taxpayer income levels in future years, which dictate that
the taxpayer should make the final decision.
However, the practitioner does have an opportunity to render
5 Haywood Lumber and Mining Co., CA-2, 178 F2d 769 (1950).
6 See Joel M. Forster, ed., Tax Study No. 3, Guide to Federal Tax Elec
tions, 2d Rev. Ed. (New York: American Institute of Certified Public Ac
countants, 1972).
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service to the client by pointing out to him possibilities for tax
savings in future transactions

Gratuitous Tax Information
It is not uncommon for people to try to acquire free informa
tion about tax matters. The fact that no fee is charged does not
mean that no care need be exercised. There is, first of all, the
practitioner’s reputation. There is also a possible liability for
failure to exercise due care, even though the absence of a fee
means that no contract exists (due to lack of consideration).

Paid Tax Advice

Every time the CPA gives a client tax advice, whether orally
or in writing, he is sticking his neck out. The amount of the
liability exposure is unrelated to the fee, if any, that the CPA
receives for his advice; it is measured, rather, by the amount of
tax loss suffered by the client if the practitioner is wrong.
It is almost a rule that one should never give oral advice with
out following it with a confirming letter or memorandum. Any
tax advice given should set forth the assumptions upon which
it is based, and make clear to the client that if the assumptions
are not valid, then neither is the advice. It should inform the
client of the positive and the negative tax aspects of the partic
ular transaction under consideration, and if the advice is in a
gray or ambiguous area, the CPA should inform the client of
that fact as well. Furthermore, the practitioner should point out
clearly that the advice given relates only to the specific trans
action about which the client has inquired, and is only valid
at the time at which the advice is given and cannot be relied
upon at a later date without the client’s first inquiring as to the
probable tax consequences.
The CPA’s client bulletin may be of some assistance if the
practitioner is ever charged with negligence in failing to inform
a client of a change in the law or of a new interpretation that
affects advice previously given. In one specific instance, an ac
countant who didn’t put a time limit on his opinion had advised
his client that interest would not be imputed to a particular
proposed transaction. The advice was given in 1962, and the
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client proceeded to act on the basis of that advice in 1964, with
out checking further with the accountant. When he discovered
that he would have a substantial amount of ordinary income
where he had anticipated a capital gain, he threatened to sue
the accountant for the amount of additional tax he would have
to pay. The accountant’s client bulletin had pointed out the addi
tion of the imputed interest rules in the 1964 Revenue Act. Show
ing this to the client and, even more importantly, to his attorney,
did away with both the threatened suit and also won back a
grudging measure of satisfaction with the accountant’s services.
Liability Insurance
Since liability insurance is obtainable, the risks of financial
loss should be insured against. Such insurance can occasionally
be a selling point in dealings with clients and prospective clients.
They may be impressed with the sheer size of larger CPA firms.
After all, their tax problems involve large sums. What if the
accountant makes a mistake, and they sustain a loss? It is reas
suring to clients if the CPA can point out that their losses need
not be covered by the accountant’s modest bank account, but
rather that some insurance company and its 900 million dollars
of assets stand behind him. The CPA should be careful to whom
he says this, of course, and how. The insurance carrier probably
would not want it to appear that the practitioner is inviting suits.
But is there protection when tax work skirts the border of legal
practice? Or can the insurance carrier successfully disclaim lia
bility? This important question was at issue in the case of
Bancroft v. Indemnity Insurance Co.7
The liability which was the subject of the litigation was “for a
professional negligence occurring in a mixed area of accounting
and law, a twilight zone where both professions find common
ground and, in some instances at least, are equally competent
to render expert advice.”
Shortly after the 1954 IRC was adopted, the CPA involved was
asked about the tax effect of one corporation’s buying the stock
of a related corporation from their common controlling share
7 Bancroft v. Indemnity Insurance Co. of North America, 203 F. Supp. 49,
DC, La. (1962).
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holder. Oblivious of Sec. 304, he told the client that capital gains
would result. In fact, under Sec. 304, ordinary income resulted.
The client sued for the tax damage he had suffered. The CPA
carried a liability policy covering sums which he was legally
obliged to pay for damages caused or alleged to have been
caused “through neglect, error or omission.” The insurance com
pany resisted the client’s suit for recovery of the amount of its
tax loss on the ground that the CPA’s action was beyond the
scope of the policy. It claimed that the CPA committed a criminal
act within the meaning of Louisiana law by engaging in the
unauthorized practice of law. Therefore, the terms of the pro
fessional liability policy did not extend coverage to this loss.
The CPA’s opinion, insisted the insurance company, was a legal
one which could be rendered lawfully only by a licensed attorney.
The court permitted the client to recover the amount of his
tax deficiency from the insurance company. The court took judi
cial notice of the fact that, in Louisiana as elsewhere, CPAs reg
ularly render opinions and advise their clients on matters of
federal and state income tax liability as a routine matter in per
formance of their professional services. It was noted that at
torneys frequently refer clients to CPAs for such advice, which
is in the specialized field of the accountants. Attorneys also seek
such advice directly from CPAs. “In writing the policy here sued
upon,” declared the court, “[the insurance company] is bound
to have known of this universal practice.”
The CPA stated that he had rendered opinions and given
advice about tax consequences during his entire professional
career. A former District Director stated that the problem was
one involving both accounting and taxation, and thus it was
within the province of a CPA to render an opinion as to the
probable tax effect. The client’s attorney (who also was an ac
countant) testified in a similar vein. The insurance company
had no valid defense in saying that the client knew the CPA
could not practice law, said the court.

Disclaimers
There are also those who advocate using disclaimers to limit
potential tax return preparation liability. It appears that the
legal effect of a disclaimer, so far as responsibility as a preparer
3*12

of a return is concerned, is nil. The jurat that the CPA signs
simply states that the return is correct to the best of his knowl
edge and belief. Substituting or adding a notation to the effect
that the return was prepared from information furnished by the
client alters this not one whit.
If the CPA wishes to limit his liability to the client himself,
he should indicate, on the client copy of the return, that the
return was based on information furnished by the client. If a
notation on the copy filed with the Treasury Department has any
effect at all, which is doubtful, it could only be to increase the
possibility of that particular return being selected for audit.
Thus, until the Treasury Department sets up some sort of
minimum standards other than “due diligence” for return prep
aration, there seems to be no merit in altering the wording on
the tax return forms by changes or additions. The AICPA takes
the position that no modification or alteration should be made,
and that any unusual circumstances that might otherwise lead
to a modification should rather be disclosed by a rider attached
to the returns.8

8 See Statement on Responsibilities in Tax Practice No. 9.
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Illustration 3-1 Engagement Letter Covering
Preparation of Individual State and
Federal Income Tax Returns

December 27, 1973

Mr. Harry M. Smith
500 North Locust Street
Los Angeles, California 90017

Dear Harry:
In accordance with our conversation, we are submitting this letter for
the purpose of outlining the services we will perform for you.

We will prepare your 1973 federal and California income tax returns
from information which you will furnish us and which will be processed by
an outside computer service. * We will make no audit or other verification
of the data you have submitted, although we may ask for a clarification of
some of the information.
We will use our judgment in resolving questions of fact and of the
application of pertinent tax rules. Unless otherwise instructed by you, we
will resolve such questions in your favor whenever possible.
We will be available to answer your inquiries on specific tax matters
and to consult with you on income and estate tax planning.
Our fee for tax planning and preparing your individual 1973 federal and
California income tax returns will be based upon the amount of time
required for such services at our standard billing rates for tax work, plus
out-of-pocket expense. We will bill you on that basis, and all invoices will
be due and payable upon presentation.

Your returns, of course, are subject to review by the taxing authorities.
Any items which may be resolved against you by the examining agent are
subject to certain rights of appeal. In the event of any governmental tax
examinations, we will be available, upon request, to represent you. You
would, however, receive additional invoices for time and services.
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If the above fairly sets forth our understanding, please sign the en
closed copy of this letter and return it to us.

We are pleased to have you as a client and look forward to a long and
mutually satisfying relationship.

Very truly yours,

APPROVED BY:_______________________________________________
DATE:_______________________________________________________
*The California State Board of Accountancy requires that when a CPA uses an
outside service bureau for processing clients’ tax returns, the client must be put
on notice that an outside service is being used. The AICPA’s Division of Profes
sional Ethics offers a similar suggestion.
Although such notification may be made by other means, the engagement letter
seems to be the most practical.
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Illustration 3-2 Engagement Letter Covering
Financial Planning and Preparation of
Individual State and Federal
Income Tax Returns

September 21, 1973
Mr. James Johnson
711 Easy Street
Los Angeles, California 90020

Dear Jim:
We appreciate the opportunity of working with you and advising you
regarding your income tax and financial planning. In order to insure a
complete understanding between us, we are setting forth the pertinent
information with respect to the services which we propose to render for
you.
We will provide you with financial analysis, tax planning and other
accounting services to assist you in the handling of your financial re
sources. This will entail analysis of prior income tax returns and estate
plans as well as the review of proposed transactions. We will also be
available to answer your inquiries on specific tax and business matters.
We will prepare your federal and California income tax returns from
information which you will furnish to us. We will make no audit or other
verification of the data you submit, although we may ask you for clarifica
tion or elaboration of some of the information. We will furnish you with
questionnaires and/or work sheets to guide you in gathering the necessary
information for us. Your use of such forms will not only facilitate your
accumulation of information, but will assist us in keeping our fee to a
minimum.

We will use our judgment in resolving questions where the tax law is
unclear, or where there may be conflicts between the taxing authorities’
interpretation of the law and what seems to be other supportable posi
tions. Unless otherwise instructed by you, we will resolve such questions
in your favor whenever possible.
Our fee for these services will be based upon the amount of time
required at our standard billing rates, plus out-of-pocket expenses. We
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will bill you on that basis, and all invoices will be due and payable upon
presentation.
Your returns, of course, are subject to review by the taxing authorities.
Any items which may be resolved against you by the examining agent are
subject to certain rights of appeal. In the event of such government tax
examination, we will be available upon request to represent you and will
render additional invoice(s) for the time and expenses involved.

If the foregoing fairly sets forth our understanding, please sign the
duplicate copy of this letter in the space indicated and return it to our
office.
We want to express our appreciation for this opportunity to work with
you, and we trust that this will be the beginning of a long and congenial
association.

Very truly yours,

ACCEPTED BY:______________________________________________

DATE:_______________________________________________________
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Illustration 3-3 Engagement Letter Covering
Preparation of Corporate Federal
Income Tax Return and State
Franchise Tax Return

January 4, 1974

Mr. James Johnson
Any Company, Inc.
711 Easy Street
Los Angeles, California 90020

Dear Mr. Johnson:
This letter is to confirm the arrangements we discussed with you yes
terday for income tax services to be performed by our firm.
We will prepare the 1973 federal corporation income and California
franchise tax returns from information which you will furnish to us. We
will make no audit or other verification of the data you submit, although
we may ask you for clarification or elaboration of some of the information.
We will furnish you with questionnaires and/or work sheets to guide you
in gathering the necessary information for us. Your use of such forms will
not only facilitate your accumulation of information, but will assist us in
keeping our fee to a minimum.
We will use our judgment in resolving questions where the tax law is
unclear, or where there may be conflicts between the taxing authorities’
interpretation of the law and what seem to be other supportable positions.
Unless otherwise instructed by you, we will resolve such questions in
your favor whenever possible.

We will be available to answer your inquiries on specific tax matters
and to consult with you on income tax planning.
Our fee for tax planning and preparation of your 1973 federal and
California corporation tax returns will be based upon the amount of time
required for such services at our standard billing rates, plus out-of-pocket
expense. We will bill you on that basis, and all invoices will be due and
payable upon presentation.
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Your returns, of course, are subject to review by the taxing authorities.
Any items which may be resolved against you by the examining agent are
subject to certain rights of appeal. In the event of such government tax
examination, we will be available upon request to represent you and will
render additional invoices for the time incurred.

If the above fairly sets forth our understanding, would you please sign
the enclosed copy of this letter where indicated. We are pleased to have
you as a client, and look forward to a long and mutually satisfying relation
ship.
Very truly yours,

APPROVED BY:______________________________________________
DATE:_______________________________________________________
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Illustration 3-4 Engagement Letter Covering
Preparation of Corporate Consolidated
Federal Income Tax Return and
Separate State Franchise Returns

April 21, 1973
Mr. James Johnson, President
Any Company, Inc.
711 Easy Street
Los Angeles, California 90020

Dear Mr. Johnson:
This letter is to confirm the arrangements in connection with the work
to be done by our firm for Any Company, Inc. and its wholly owned
subsidiary, One Corporation.
We will review the transactions for the fiscal year ended August 31,
1973. As a result of this review (which will not constitute an audit in
accordance with generally accepted auditing standards and is not in
tended to disclose fraud or any other irregularities that might exist), we
will prepare a consolidated federal corporation income tax return and
separate state franchise tax returns for both companies for the fiscal year
ended August 31, 1973. We shall begin our review during the month of
July so that any tax planning which we recommend may be implemented
before your year end.
You will provide us with the detailed trial balances and supporting
schedules. A list of the supporting schedules needed by us will be fur
nished to your bookkeeper.
Our fees for the above services will be computed at our standard rates
for the time involved and the complexity of the engagement, and will be
billed to you, together with any out-of-pocket costs, every two weeks as
the work progresses. Our bills will be due and payable on presentation.

If this letter correctly expresses our understanding, we would ap
preciate your signing the enclosed copy and returning it to us.
Very truly yours,

ACCEPTED BY:_________________________________________ ______
DATE:____________________________________________ _ _________
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Illustration 3-5 Engagement Letter Covering
Management Advisory Services and
Tax Return Preparation for a
Professional Corporation

May 14, 1973
James Johnson, M.D.
711 Easy Street
Los Angeles, California 90020

Dear Dr. Johnson:
This letter is written to confirm our understanding concerning the
services which we propose to render to you and your professional corpora
tion.
1. System review. As discussed at our meeting of April 13, we will meet
at your office on May 19 to review your accounting system and proce
dures. We will, of course, be particularly concerned with internal control
and recording of revenues.

We will review the bookkeeping capabilities of your present staff with
an eye toward recommending to you a part-time bookkeeper who will be
charged with the responsibility of posting your general ledger and provid
ing you with timely and current information regarding your office opera
tions.

2. Incorporation and tax planning. As you have indicated, your profes
sional corporation has been formed and is operative. We anticipate work
ing closely with your insurance advisor and your attorney on the estab
lishment of your corporate pension plan and the determination of the
corporation’s fiscal year. In addition, we propose to meet at least twice
annually (prior to the corporate fiscal year end and prior to December 31)
to prepare tax projections for you and the corporation. As we indicated in
our conversation, it is our policy to prepare these tax projections far
enough in advance of these dates so that whatever measures are indicated
may be undertaken without undue time pressures. Further, such meet
ings and projections will eliminate the “surprises” you told us you have
experienced at tax filing dates in the past.
3. Income tax returns. We will prepare federal and state corporate and
individual income tax returns. These returns will be prepared without
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audit from information developed by your office. These services we pro
pose to render are not designed to disclose defalcations or other
irregularities.

4. Other management advisory services. We propose to meet with you
and your other financial advisors on a regular basis to evaluate financial
position and to discuss both long and short-range planning. You have
already defined for us a number of your long-range goals and we will
strive to help you attain them.
Our fees for the above services will be computed at our usual per diem
rates for this type of work plus out-of-pocket expenses, if any, and will be
billed to you or the corporation, as applicable, every four weeks as work is
performed. Invoices will be due and payable upon presentation.

It has been our experience that the fee for most professional corpora
tions with a normal amount of planning on a continuing basis, including
preparation of personal and corporate income tax returns, will range be
tween $1,500 and $2,000 per year.
If this letter correctly expresses our understanding, please indicate by
signing and returning the enclosed copy. If there are areas in which you
wish clarification, please contact me so that we may have a complete
understanding of the services we propose to render.
We appreciate the confidence you have placed in us by selecting us as
your independent certified public accountants and hope that we have
begun a long association to our mutual benefit.

Very truly yours,

AGREED:___________________________________________________ _

DATE:_______________________________________________________-
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Illustration 3-6 Engagement Letter
Covering State and Federal
Estate Tax Return Preparation

April 9, 1974
Mr. James Johnson, Special Administrator
Estate of Marilyn Harlowe
711 Easy Street
Los Angeles, California 90020

Dear Mr. Johnson:
Thank you for engaging us as accountants for the Estate of Marilyn
Harlowe. This letter is intended to outline the services we shall render.
We will prepare the decedent’s final federal and state income tax re
turns for 1973. The income to be included in these returns will be from
January 1, 1973, to the date of death. We will also review copies of the
income tax returns that have been filed by the decedent for the last
several years to determine whether amendment of any of the returns is
indicated.

We will assist you with preparation of the inventory of estate assets for
probate purposes, and in the determination of liabilities of the decedent
for inclusion on federal and state death tax returns.
We will consult with you regarding various tax elections available, such
as use of alternative valuation, determination as to which tax return will
be the most appropriate for deduction of administration expenses, and so
forth.

We will prepare federal and California fiduciary income tax returns
covering the period of administration of the estate.
We will prepare the U. S. estate tax return and the California inheri
tance tax affidavit for the estate. The New York office of our firm will make
arrangements with United Trust Company for the preparation of neces
sary New York State estate tax and fiduciary income tax returns.

We will be available to assist you in closing the records of the decedent
and the record keeping of the estate. We will also consult with you with
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respect to planning of the cash requirements of the estate and the timing
of distributions.
These services will be performed by various members of our staff. Our
fees will be billed at our standard per diem rates plus out-of-pocket costs.
Invoices will be submitted as our work progresses, and will be due and
payable upon presentation. We appreciate the confidence you have
placed with us in selecting us as your independent CPAs and trust that
this association will be beneficial to all parties concerned.
We are enclosing two extra copies of this letter. We would appreciate
your signing one of the copies where indicated and returning it to us. The
additional copy is for your use should it be necessary to secure a court
order authorizing the engagement of our services.

Sincerely yours,

ACCEPTED BY:_______________________________________________
DATE:____________________ ___________________________________
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Illustration 3-7 Engagement Letter Covering
Preparation of State and Federal
Tax Returns for Decedent and Spouse
and Other Estate Records

February 25, 1974
Mr. James Johnson
Executor of the Estate
of Becky Johnson, Deceased
711 Easy Street
Los Angeles, California 90020
Dear Mr. Johnson:

The following is a summary of the services we propose to render for you
and for your wife’s estate:
(a) Prepare the 1973 federal and state income tax returns for you and
Mrs. Johnson.
(b) Coordinate with Mr. Tarp regarding the preparation of the inven
tory of estate assets for probate purposes.
(c) Ascertain liabilities owed by your wife at the date of her death for
inclusion on federal and state death tax returns.
(d) Consult regarding various tax elections available (such as use of
alternate valuation, and determination as to tax return on which adminis
tration expenses may be deducted).
(e) Prepare the necessary fiduciary income tax returns during period of
administration of the estate.
(f) Obtain an estate identification number from the federal government.
(g) Prepare schedules of the transactions of the estate to be submitted to
the attorney for submission to the Court, unless waived.
(h) Prepare the U. S. Estate Tax Return (Form 706) and the California
Inheritance Tax Affidavit (Form IT-22).
(i) Consult with you and Mr. Tarp with respect to the planning of the
cash requirements of the estate and the timing of distribution.
(j) Supervise the closing of your wife’s records and the record keeping of
her estate.
These services will be performed by various members of our staff at our
regular per diem rates for such services. We will submit biffing for our
services as the work progresses, usually every four weeks.
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We are enclosing an extra copy of this engagement letter for submission
to Mr. Tarp, since he will undoubtedly wish to secure a court order
authorizing you to engage our services and to pay currently for such
services.

If this letter correctly expresses our understanding, we would ap
preciate your signing the enclosed copy of this letter where indicated and
returning it to us.
Sincerely yours,

AGREED:____________________________________________________

DATE:__________________________ _____________________________
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Illustration 3-8 Engagement Letter Covering
Accounting and Management Advisory
Services, and Tax Planning for a
Limited Partnership

August 19, 1973

Mr. James Johnson, President
Any Company, Inc.
711 Easy Street
Los Angeles, California 90020
Dear Mr. Johnson:

In accordance with the usual practice of our firm, we are sending you
this letter to confirm the terms of our engagement as discussed with you
in our meeting yesterday.
At the present time, our services will consist primarily of accounting,
tax, and management advisory services in connection with the develop
ment of various projects by the limited partnership. In that regard, we
will more specifically address ourselves to tax planning for the limited
partnership in its initial year and will also set up a chart of accounts and an
accounting system for the partnership’s operations. We will also assist in
any additional tax or business planning that you may require for the
limited partnership.

Our fee for these services will be billed at our usual per diem rates as
the work progresses. These bills will be due and payable upon presenta
tion.
If the above conforms with your understanding of our arrangements,
please indicate your agreement by signing the attached copy of this letter
and returning it to us.
We appreciate your confidence in retaining us as your certified public
accountants and trust that this will be the beginning of a long and mutu
ally profitable association.

Very truly yours,

ACCEPTED BY:______________________________________________

DATE:_______________________________________________________
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Income Tax Return
Preparation
The Seasonal Factor
During a period of three and one-half months, the average
tax practitioner’s office turns out about 75 percent of its physical
volume of tax work for the entire year. In many instances, 50
percent or more of that work is done during the four weeks
prior to April 15. Although some CPAs, a substantial percentage
of whose clients are fiscal-year businesses, may find that a lower
percentage applies, the percentage is always high.
The problem can be lessened by helping business clients shift
to fiscal years ending from April 30 through September 30. As
long as the client has a separate tax closing, it would appear
that a fiscal year could be used for tax purposes different from
that used for financial reporting purposes. Thus, a client who felt
compelled to stay on the calendar year because of trade associa
tion reporting and statistics might still adopt a June 30 corporate
fiscal year. But, even if business clients are shifted, the CPA
must face the impact of the seasonal factor in tax work if he
intends to handle individual returns.
Peak work loads are handled differently in different offices.
Some practitioners simply put everyone, including themselves,
on overtime. Others hire part-time or temporary people such
as former employees, bank trust department employees, and re
tired revenue agents. It is useful to remember that there is a
peculiarity of clerical and technical tax work sometimes called the
“sponge effect.” Within a fairly wide range of work loads, many
office people seem to adjust their work pace so that the normal
/
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working day is just sufficient, or maybe just not quite sufficient,
to absorb the available work. Thus, a fairly well organized tax
office can frequently turn out a great deal more work during
the tax season, without substantial overtime, than may be sus
pected. The key is proper training, work assignment, standard
setting, and accountability.
Training

Tax training is discussed in chapter 13. Tax season training
should take place well before tax season has begun. It should
not be a crash program initiated on March 20, as a last-minute
thought. The time spent training employees during the slacker
part of the year will yield efficient work and a high level of
output during the tax season. If a CPA finds himself forced to
rely on part-time or temporary help, they should be selected,
trained, and battle-tested before the final convulsions of tax
season. It must be remembered that an office is an organization;
and a functioning organization is not achieved merely by throw
ing a number of people into the same working area. Just as a
football team needs its preseason training, so a tax team needs
preseason workouts if it is to play heads-up ball.
Work Assignments

A completed tax return is a combination of custom workman
ship and mass production techniques. The mechanics and phi
losophy of return preparation are discussed in chapters 5 through
7. From a control standpoint, though, this duality of the tax
return in many offices leads to a splintering of responsibility.
Information is gathered by one person, the return is prepared
by another, then typed, photocopied, keypunched, and so forth,
by a third person, while a fourth person may review the finished
product before it finally goes out.
With this method of doing things, the client may often get lost
in the shuffle. Even though he is dealing with a small office, the
client may feel that there is no one person who is really con
cerned with him personally. Perhaps he calls to find out when his
return will be ready and finds himself passed from hand to
hand. Or, if a correction needs to be made in the information
he furnished, he may be made to feel like a handful of sand
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thrown into the meshes of a smoothly running, well oiled, and
intricate piece of machinery. If a mistake is made, or if a return
should be lost, who is to know? Who is to act? The solution to
such problems is a control sheet.

The Simple Control Sheet
In the really small office, the practitioner himself functions as
the control point. His control sheet may be quite simple. It
may be a list of all returns prepared during the previous year,
with a line skipped between each two names to permit the addi
tion of new names at the approximately correct point in the
alphabet, combined with columnar headings such as these:

Name

Form

Date in

To
Computer
Tax or
Drafted
Xerox
Reviewed Mailed

As information is received from the client, the date may be
inserted in the “date in” column. The practitioner himself either
prepares or reviews all returns, so that when the draft of the
return (or the computer input data) has been finished, he can
insert the date in the column headed “drafted.” If the return is
being prepared by someone other than himself, the initials of that
person can also be put into the “drafted” column. Initials without
a date would represent a return which is in process.
After the return is processed and comes back to the practi
tioner for final review, he again inserts a date, this time in
the “reviewed” column. When he learns that the return has
been mailed or he mails or delivers it himself, he inserts the
date in the “mailed” column. Review of the control sheet weekly
presents a rough picture of where matters stand. A lost or mis
laid return will presumably show up in this review since a longer
than normal time span will have elapsed since the last entry date.

Fix Responsibility
In this small-office arrangement, the practitioner himself is
responsible for everything that passes through it. The person
who does the typing or the photocopying and the person who
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does the mechanical part of the review job presumably do their
jobs on every return.
As the office grows, the basic idea of fixed responsibility must
be retained. The practitioner will often get information from the
clients himself, but much of the rest of the work will be done
by others. A particular person should be responsible for each
specific client—and that same person should retain that responsi
bility year after year if at all possible. The person responsible
for the return should attend the conference with the client when
information is being gathered.
He may be introduced to the client in the following manner:
“This is our Mr. Jones, Mr. Smith. He’ll be working on your
return—under my direction, of course. If anything comes up and
you can’t reach me, he’s the man for you to get hold of. If you
don’t mind, I’ll have him sit in on our discussion so he can get
a firsthand grasp of your situation.” Mr. Jones will then be re
sponsible for what happens to that return. He will log the return
in on a control sheet that he maintains, similar to the one pre
viously discussed. Then he will prepare a combination trans
mittal and cost sheet which will travel with the return as it goes
through the office. The sheet might show the following:

Name------------------------------------------ Return----------------------------Copies needed (circle) 3 4 5--------------Date promised--------------

Prepared by------------------ Date------------ Time------ @------- =
Checked by------------------ Date------------ Time------ @------- =
Reviewed by----------------- Date------------ Time------ @------- =
Typed by-----------------------Date------------ Time------ @------- =
or
Photocopied by-------------Date------------ Time------ @------- =
Final review------------------ Date------------ Time------ @------- =

Delivery instructions:

Billing instructions:
Amount billed
Standard rate----------------Variance-----------------Note on reverse detailed explanation of
abnormal time required.
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A more elaborate control and transmittal sheet is shown as Illus
tration 4-1, which was used as part of the system of an office
that maintained careful time records on all engagements. At first,
each tax client had a separate account number but this system
created a tremendous amount of paperwork. The process sheet
instead allows the time to be charged to an income tax control
account; in which event, the time is entered on the process sheet,
and that sheet is ultimately costed to determine the client billing.
On the other hand, if the work is to be charged to a regular
account number, then that account number is indicated and the
time is not posted on the process sheet. An overall reconciliation is
then made at the end of the tax season to satisfy the partners that
the time charged to work in process through the income tax
control account is in rough agreement with the time that is
being recorded on the individual tax return process sheets.
The process sheet also identifies such things as the person in
charge of the return, the way in which time is to be charged
and to whom, the specific returns that are to be prepared, and
whether or not a computer service is to be used in the prepara
tion of the returns. It even sets forth the carryovers to next
year’s return for the benefit of the person preparing that return.
The time is broken down into the categories of preparation,
review, and processing. It is then summarized, other costs added
in, and a total standard billing charge determined.
Clients are not always billed the amount indicated by the
tax return process sheet, but a comparison of what the bill should
be, based upon the time involved and the costs incurred, with
the amount actually billed, helps to eliminate the charging of
substandard fees. The tax return process sheet remains with
the file copy of the return and provides a complete record of
who worked on the return, as well as the other matters set forth.
An even more detailed control form is set forth in Illustra
tion 4-2.
Standard Setting
A transmittal sheet conceived along these lines is the raw
material for setting work standards. For each return prepared
last year the practitioner knows how much time each aspect of
its preparation took. This will help him in analyzing his fee
structure (chapter 10), and can also help in planning his work
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and evaluating his employees’ performance. If work is being
undertaken for a new client, a rough estimate of the time that
will be required may be based on similar returns, while it may
be assumed (absent any specific development to the contrary)
that last year’s time was satisfactory for continuing clients. The
CPA can then prepare, and maintain on a current basis, his work
load projection.
Workload Projection
In one simple system, each person responsible for clients, in
cluding the practitioner himself, should prepare a workload pro
jection in early December. He should list the name of each
client for whom he is responsible, skipping a line between each
listing. A column is provided for “Total Time,” further broken
down into “Preparation Time” and “Processing Time” by months
(January, February, March, April):

Total
Jan.
Feb.
Mar.
Apr.
Client Time Prep. Proc. Prep. Proc. Prep. Proc. Prep. Proc.
As new clients are assigned to a practitioner, the person in
charge of the office should provide him with an estimate of time
requirements, which have been inserted on the sheet. As returns
are completed, the actual times are inserted above the “standard”
times in red, and the whole section for the client is circled.
In December, when the projection is first prepared, the col
umns should be totaled and a summary tabulation made show
ing, for each person, the anticipated workload in terms of the
returns for which he is responsible. If a person who prepares
returns has other responsibilities, as is almost always the case,
time for these should be reflected in the workload projection.
The person in charge of the office will then have the following
type of data before him.

Hours
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Staff person

Jan.

Feb.

Mar.

Apr.

Jones
Smith
Brown
Processing

210
160
185
300

180
120
215
270

120
90
160
240

200
140
190
280

Jones, for instance, appears to have scheduled himself rather
heavily in January, even though his average workload for the
first three months is only 170 hours. If Jones works on an in
centive compensation system, and this system does not cost the
firm anything, this is fine. But if Jones is paid a flat salary, plus
time-and-a-half for overtime, he will be paid for overtime in
January and for idle time in March. It appears that some reas
signment of clients may be required for Brown and Smith. Again,
the wisdom of shuffling will depend on compensation arrange
ments.
If one full-time employee and one part-time person process
returns, a bottleneck in January that will not be worked through
until March is foreseeable if this particular schedule is adhered
to. Perhaps, since Jones is overloaded in January anyway, some
of his preparation work can be rescheduled, making it possible
for the processing to operate on a more up-to-date basis. Accept
ing any new returns, except to replace clients who drop out, is
probably not feasible in January or February, but there appears
to be room for more work in March.
About every two weeks, a progress report can be made, which
involves making a photocopy of the projection for each person,
updated by adding new clients and by both filling in the actual
time data from the transmittal sheet and circling the completed
returns. The midmonth progress report involves only a quick
scan of the photocopy by the CPA, focusing mainly on com
paring estimated time with actual time. The end-of-month report,
though, should preferably involve a tabulation, showing data
like the following as of the end of January.
Completed
Est. Actual

Jones
Smith
Brown
Processing

180
170
190
280

204
168
176
260

Feb.
Orig. Rev.
180
120
215
270

200
140
210
270

Mar.
Orig. Rev.
120
90
160
240

160
70
160
260

A measure is thereby provided at midmonth of how particu
lar jobs are progressing, and management is in a position to take
corrective action before any irregular situation becomes impos
sible. At the end of the month, the practitioner can obtain a
broad, overall picture of how the office workload looks. If action
4-7

is called for, he has an idea of what action is needed and where.
As an office grows larger, its manual system gets more cum
bersome. But as long as time estimates are made on returns, the
possibility still exists of getting projections showing, on an over
all basis, how much time will be needed. Efforts can then be
made to schedule the work so that the time breakdown will fit
the available workhours. This type of projection can be done
manually, but preferably should be computerized and linked with
the time-reporting system so that a comparison of estimated and
actual time is possible on both an individual job and an overall
basis.

The Master Client Record

In the small tax office, the control sheet may constitute a
master client record. Since more than one person is involved,
though, the procedure for taking on a client and making sure that
he gets all the services promised to him becomes increasingly
complex in a larger office. There are at least three basic ap
proaches that might be adopted.
One approach is to organize a master file control card or sheet
for each client, with a record entered in some fashion of all
services performed. Colored tab cards might identify specific ser
vices. A red tab on a card may indicate that federal income tax re
turns are to be filed, with the position of the red tab marking the
due date for filing the returns. The tab could be moved to another
location when the return due in the current year had been filed,
with all red tabs being replaced in December for the next year.
As the return is filed, a check mark on the card may be made, or
the date inserted, to indicate that a return has been completed.
Time data would be maintained on the card to allow preparation
of workload projections. A client data sheet is usually needed to
provide input data for an entry into the system; a sample of such
a form is set out in Illustration 4-3.
If relatively few services are performed for a client, the master
client record system works smoothly and allows for an easy visual
check of work yet undone. On the other hand, where large num
bers of monthly, quarterly, and/or annual returns are involved,
the individual tickler file system or the “due date list” seems to
work well.
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The Tickler File
Another approach is to establish a standardized form (see the
Client Data Sheet, Illustration 4-3, for an example) as a source
sheet, with individual control cards for each type of service being
rendered. Thus, there would be separate control files for sales
tax returns, payroll tax returns, excise tax returns, federal income
tax returns, state income tax returns, property tax returns, and
such other returns and reports as might be prepared for a particu
lar client on a recurring basis.
For monthly and quarterly returns, the card files should be on
a “done” and “undone” basis, with the undone file constituting a
tickler file of work remaining. Annual return cards should be
filed on a due date basis, with “done” and “undone” within each
due date category. The cards in the “undone” file then constitute
an inventory of workload on hand, to be cross-checked against the
workload projection and specific assignments to make sure that
the work will be completed. Annual income tax files could have
the “undone” section subdivided by stage of completion, with the
card itself providing space for each stage of completion to show
the initials of the person to whom assigned and the date on which
assigned. The card then provides information regarding the status
and location of any return at any particular time. Since the card
is designed to cover several years, a comparison can be made
between the progress of the current year and of earlier years, and
effort can be aimed at getting those returns moving that seem to
be delayed (perhaps due to missing client-furnished information).
Illustration 4-4 is an example of what such a card might look like.
Due Date Lists
The third approach, often computerized, is the due date list.
In its noncomputerized manifestation, the due date list may in
volve preparing for each responsible person in the office a
monthly listing of all returns for which he is responsible. The
February 28 due date list would, perhaps, be furnished a person
on January 1. The list itself might be prepared from tickler file
cards, from master due date sheets maintained in a notebook,
or from a master client file.
The due date list data can be put onto a computer quite easily.
The client record created when a new client is obtained becomes
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the basic ongoing data input source, but it becomes crucial that
all changes in the engagement be posted to the client record and
fed into the computer. If some care is exercised to correct the
inevitable errors at the time the system commences (for example,
by running the former manual system on a parallel basis for some
months), the computerized due date list is perhaps most satis
factory in a larger office. The list can be maintained on either an
in-house computer or by an outside service bureau.
Handling Extension Requests

It isn’t always possible to complete the work done on time, of
course. Clients get sick, die, or are otherwise not able or not
willing to get data to the practitioner in time. Audit field work
may be delayed, problems may arise in the office, some of the
work just doesn’t get done, and extensions become necessary.
U.S. citizens residing or traveling outside the United States on
the due date may receive a two-month filing extension on their
returns. A statement to this effect should be attached to the
return when filed. Other individuals may obtain automatic twomonth extensions for filing their returns by using Form 4868,
while corporations may receive automatic three-month extensions
by filing Form 7004. The extensions must be filed by the due date
of the return, can be signed by the CPA on behalf of the tax
payer, do not stop the running of interest, and do not necessarily
avoid imposition of late-payment penalties unless at least 90
percent of the amount of tax shown on the final return is the
amount paid with the extension request. Further extensions may
be granted, but the taxpayer must be able to convince the IRS
that there are circumstances beyond the taxpayer’s control that
prevent his being able to file on time. Individuals file on Form
2688, fiduciaries and partnerships on Form 2758, and corpora
tions on Form 7005.

Facts relating to the practitioner’s workload that might justify
a request for an extension’s being granted include the following:

• Death or illness within the practitioner’s personnel.
• Unusual workloads caused by other government agencies,
such as an FBI investigation of the records of a bankrupt, or a
special census of businesses made by the Department of Com
merce.
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• The complexity of certain of the taxpayer’s transactions and
the impossibility of satisfactorily obtaining and analyzing all the
required data in time to file the return.
• The existence of a question (as to an item of income or de
duction ) that requires extended research, or the opinion of other
tax advisers, and that may not be able to be resolved in time for
a timely filing of the return.
• Inability to secure competent help in time to cope with the
expected tax workload.
• New tax laws, new regulations, or new administrative re
quirements which create complex problems resulting in delaying
the completion of work for clients.
• A scarcity of qualified practitioners in the taxpayer’s com
munity.
• Audit examinations by revenue agents during tax season that
hamper the practitioner in preparing returns.
Any such explanation should be as specific as possible, citing
names, dates, and facts, and should be aimed at demonstrating
that the need for extension is not due to the practitioner’s negli
gence or laziness.
Similarly, if the reason for the request resides with the tax
payer, the facts cited should be specific and aimed at showing
the situation to be an unavoidable one. Death and illness are
always valid reasons. Inability to obtain data is often a good
reason—for instance, where the taxpayer owns an undivided
interest in an oil property, the summary of transactions for the
year may not be available in time to prepare the return through
no fault of the taxpayer. Or the taxpayer may have sold property
that he inherited. His basis for gain or loss is the fair market
value of the property 30 years ago. An appraiser has been en
gaged to give him a report establishing this value, but “such re
port cannot be obtained until April 20, as per the letter of the
appraiser attached hereto.”
Normally, when a request for an extension of time is denied,
the IRS will grant an additional ten days from the date of the
denial in which to file the return. A request for reconsideration
of such a denial also, on occasion, proves productive—especially
when it can be presented in person or when it appears that the
wording of the original request may not have clearly communi
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cated the facts and that the matter was completely outside the
control of the taxpayer. Practitioners who abuse the ten-day
privilege may find it denied them.
Extension requests must be programed through the control
system in order to change the due date of the returns involved.
In a small office, this may be all the control that is needed. In a
larger office, there should be a specific individual responsible
for checking the status of all due returns about two weeks be
fore filing date. This person should follow through in all situa
tions where extension requests were to be filed to make certain
that they have been filed. A form that is prepared in one tax de
partment when it becomes known that an extension will be
needed is set forth in Illustration 4-5. The tax department pre
pares the extension request from the data on the form, and the
partner in charge of the engagement signs the extension request
and makes certain that the extension request is timely filed.
An extension of time for filing a return does not extend the time
for filing the declaration of estimated tax for the following year
or for making estimated tax payments. The procedure for han
dling extensions should include a check to see that the estimated
tax is being timely paid.
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Illustration 4-1 Tax Return Control
and Transmittal Sheet

Tax Return Process Sheet
YEAR.

Client.

Date In

Phone.
Fed. Ariz.
□

Return Supervisor .

Est.

Due Date

/

Other State

Fee Estimate $.

Prepare

COMPUTER
SERVICE

CHARGE TIME TO INCOME TAX AND ENTER BELOW

Yes
No
□ □

Mailed to Computer Service

CHARGE TIME TO

(Do not enter time below.)
PRETYPE

B. Review

A. Preparation

By

Date

Time

By

Date

Time

C. Process
& Pretype

CARRYOVERS FOR
NEXT YEAR

ITC

$

NOLD

$

CL

$

CONT

$

Time

R

Ext

$

A. Prep

B. Rev
C. Proc

Computer Charges
—_____ Copies at 10¢

Sub Total

$

WIP
hrs.

as of

TOTAL

hrs.
Prepare Bill for

Transfer to WIP
Client

hrs.

Total Prep

SEND POSTCARD □

PHONE □

□

Mailed on
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Illustration 4-2 Tax Return Control and
Transmittal Sheet—Detailed

Tax Control Memo
By

Date

CLIENT

1. Received
CHARGE TO
Year
Due Date

2 Prepared

3. Reviewed

RUSH?

4 Math cross-ref

5. Typed; photo’d
6. Assembled

Return client’s papers?
ENV. TO: Company Mr. Dr. Mrs. Miss

7 Invoiced
8 FINAL APPR

SPECIAL INSTRUCTIONS:

9. Mailed to Client

FED.

A
S

SETS

FORMS

CALIF.

SCH.

FORMS

EST.

SETS

SCH.

2 SETS

s
E
M
B
L
Y

ESTIMATE BASED ON
Last year’s income______
Last year’s tax__________
80% rule______________
Special instr. from client:

Memos
______
______
_____
______
______
______

AV’G.?____ ALT ?____ OPT.?.
INCOME: Bracket amount (1)
Excess (2)
% on excess (3)
TAX: On (1)
(2) times (3)
Total

FED.
$_____

CALIF.
$____

_____ % _____ %

$

$—

-

SPECIAL ITEMS CHECKLIST:
1099’s etc. filed?
Fed. or Calif. audit ? State notified ? etc.
Carrybacks or claims filed ? 7% Cr.
N .O. L.
Others
Carryovers $_______ of_______ ; $________ of_______ ; $________ of_____
S.D.I. Refund_______________________________________________________
Others______________________________________________________________

__________________________________________ Taxable Year Ended___________________
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□
□
□

1120 & 100
1065 & 565
1120S & 100

□
□
□

1040 & 540
1041 & 541

TAX CONTROL SHEET

Posted to
Register

YEAR

Entered on
Control Card

Registration

CLIENT NAME:

Make
extra clients’ copies
(without instruction sheets)
STAMP “FINAL RETURN”
STAMP “AMENDED RETURN”
Attach letters to returns:
□ Extension □ Medical □ Blindness
□ Federal
□ State
Call client to pick up______________
See special mailing instructions
Return client’s papers
Make_______ extra copies of
Schedule Page(s)--------------------------□ Bind copies with office copy and
leave originals loose in folder
□ Give copies to_________________

Date Info In__________________

Initials
Prepared by ................. ................
Prepared by................... ...............
Checked by............ .
...............
Reviewed by ................
■

Bound by....................... ...............
Signed by ................. .

No.

SPECIAL INSTRUCTIONS

...............

SPECIAL MAILING INSTRUCTIONS:

Bill to:_____________________________________

Registration No------------------------

RE:.

Preparation of
□ individual
□ corporation
□ partnership
□ fiduciary
federal and state income tax returns
□ and federal estimated income tax returns

for the year ended___________________________________ ———---------------------------------- MEMO

INITIALS

TIME
DATE BILLED____________

Prepared by ....................................

Instructions to Staff Assistant.

—

— INVOICE NO--------------------MEMO

Prepare Following Schedules:

□ Dividends
□ Interest Income

□ Medical
□ Contributions

□ Capital Gains

□ Taxes

Initials of
Staff. Asst.

□ _____________________

□ Interest Expense

Date

___________
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Illustration 4-3

Client Service Record

Client Data Sheet
To be used for new clients
or change of client’s name,
address, etc.

Client No.------Assigned______

Name________________________________________________________

Address______________________________________________________
Fiscal year ending______________

Check one:
Corporation
Partnership
Individual

Give brief description of work to
be done, name change, scope of
work, etc.

Items needed:
Expandable file
Correspondence file
Federal tax file
Other tax file
Address plate
Acc. rec. sheet
Federal tax card
Other tax card
Other

Do we prepare (answer yes or no)
Date of first contact
with client

Client referred by

Partner’s approval
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Personal property tax _______

Capital stock tax

_______

Annual report

---------

Illustration 4-4

Income Tax Client
Control Card

Income Tax Control Card

Form

Name

Address

19—

19—

Due Date

FICA Number

Telephone

Contact

19—

19—

19—

19-

Interview/data

Preparation
Initial review

Processing

Final review
Mailed

Extension to

NOTES:
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Illustration 4-5 Control Form for
Extension Request

Request for Extensions)
( ) Initial
( ) Additional
CLIENT____________________________

DUE DATE_________________________

ADDRESS __________________________

EXTENSION TO ____________________

PERIOD BEGINNING________________
ENDING

FEDERAL:

________________

STATE:

1120__

E.I.#

PA. Box #__________________________

1040

S.S.#

N.J. Ser. #_________________________

1041

E.I.#

1065

E.I.#_

990

E.I.#_

State & Date Incorp_______________

Subsidiaries:
(if consolidated)

Name & Address &
E.I.. #

Est. Cap. Stk. Tax
Est. Inc. Tax
Total Estimated
Prepayment (N.J.)
Combined Total
Less: Previous
Prepayment
Net Balance

$
_______________
.
_______________
_________

---------------------------------------------

Miscellaneous:
State I.D. #________________________
Tent. Income Tax $___________________
Less: Payments &
Credits
___________________
Balance Due
__________________
Amount Required
__________________

State & Date Incorp.________________

Amount Remitted $________________

Reason

Special Mailing Instructions _______ _ _____________________________________________

Partner to Sign Request ____________________________________

4-20

5

Client Data for
Tax Return Preparation

5
Client Data for
Tax Return Preparation
Tax returns, as noted in chapter 4, are mainly prepared during
a time of year when the tax office is under intense pressure. The
procedures adopted for return preparation must, therefore, be
carefully designed to insure that the client receives complete and
competent professional work on his tax problems in spite of the
tax season stresses.
Many practitioners both interview the client and prepare the
tax return. If the practitioner does the entire job, he may feel
the need for questionnaires and for review of the principles is
eliminated. But even where one person does the whole job, there
are still such necessities as documenting the fact that he has
exercised “due diligence” (in the IRS Circular 230 sense) which
may make more formal procedures desirable. Where more than
one person is involved, some formal procedures seem indispen
sable in the crucial area of gathering data from the client.

Pros and Cons of Questionnaires to Gather Data

Many feel that the use of questionnaires is undesirable. One
argument against them is that a questionnaire that is sufficiently
detailed to be meaningful is so time-consuming that the return
itself might as well be filled out. Another argument is that the
use of a questionnaire inhibits the user from raising questions not

covered in the questionnaire.
In a simple return situation, the first argument is unquestion
ably valid. The return itself can be prepared as rapidly as the
questionnaire. But even in a simple situation, the return may not
be so easy to prepare as the questionnaire is to complete. And,
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unfortunately, it isn’t always possible to identify the extremely
simple situation merely by looking at the client. The use of the
questionnaire as standard practice imposes some degree of struc
ture on the interview situation.
The second argument, that a person using a questionnaire will
think no thoughts and ask no questions not therein specified,
however, is debatable. One caustic viewpoint is that if the ques
tionnaire inhibits his thinking, the absence of the questionnaire
may result in his not thinking at all. Also, a questionnaire may
be furnished the client by mail, thus facilitating data gathering
at a minimum cost.

Forms to Help in Obtaining Individual Client Data
A three-page client questionnaire for individuals is set out in
Illustration 5-1. A more elaborate approach is contained in Illus
tration 5-2.
There are scores of forms on the market, and probably hun
dreds more that have been developed by individuals and firms
for their own use. The basic forms can, in turn, be supplemented
by forms to be used when the client has, for instance, an install
ment sale of property, or gain on the sale of a personal residence.
When outside computer services are used for the preparation of
individual returns, their input forms themselves constitute a type
of client questionnaire and data-gathering focus, although gen
erally limited to the type of data reported on the prior-year
return.
In addition to providing the client with a questionnaire, some
firms at this point also deal with the problem of when the client
is to get data to the CPA, and how he is to go about accumulating
it. Illustration 5-3 is a transmittal letter to the client which
covers these and related points. Procedures aimed at helping the
client accumulate data during the year are discussed later in the
chapter.

Examining Client Data
Clients can be divided into two categories for discussion pur
poses—those whose records the practitioner audits in some fash
ion, and those who either have no formal records or who are
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simply furnishing a summary of those records. The latter cate
gory can be further subdivided into those clients whom the prac
titioner will interview face to face and those with whom contact
will be made only by mail and telephone.
The practitioner who merely accepts data furnished by a
client without any questions at all has probably not exercised
“due diligence” regarding that return. If the client actually comes
to the office, there is an obligation to be certain that he is inter
viewed by a competent person, that questions are asked about
matters which are not included with the data submitted, and that
some inquiry is made into the basis for determining the figures
the client is providing. Thus, if the client claims travel and enter
tainment expenses, but has not maintained records that comply
with Sec. 274 and the regulations thereunder, the CPA may need
to review with the client whether or not the claimed deduction
should be pared. At the same time, as pointed out in AICPA
Statement on Responsibilities in Tax Practice No. 9, the CPA
“may rely on information furnished by his client unless it appears
incorrect or incomplete.”1

The Absentee Client

Every office seems to have some clients who never come with
their data. They are away on vacation during tax season, or
have moved away but still want the firm to do their tax work, or
are ill, aged, or simply antisocial. How does a practitioner handle
client data that is mailed in or that is brought in by someone who
knows little or nothing about the transactions involved?
Here, for the CPA’s self-protection, a reasonably comprehensive
client questionnaire may be invaluable. It may be in a standard
form, as those illustrations mentioned earlier in this chapter, or it
may be in the form of a letter to the client asking about specific
things, based upon the practitioner’s knowledge of the client and
his affairs. Questions that arise while the return is being com
pleted should be asked the client by letter or by telephone, de
pending on the time pressure.
A written record should be made of any important questions
asked of the client and his responses to them. For this purpose, it
1 AICPA, Statement on Responsibilities in Tax Practice No. 9, p. 2.
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is handy to have dictating equipment. Immediately after an inter
view or a telephone call, a short memo can be dictated for the
client’s file. This should be made an invariable habit for both the
practitioner and his staff people. There are few things more de
structive of a client’s confidence in a tax man than the feeling that
either the CPA doesn’t remember what the client has told him
(even though it was six months ago, and just casually mentioned)
or there is no communication between the people in a firm
regarding his tax affairs. On the other hand, a client may be quite
impressed when his practitioner talks to him at tax return time
to find that he, briefed by the memos in the file, is aware of
every major event that happened to the client during the year.
The questions a CPA asks an individual and the degree of per
sistence with which he checks matters that seem unclear or pecu
liar depend upon the practitioner’s own standards of performance.
Many small returns may not justify, fee-wise, the time and effort
that should be spent on them. When a practitioner feels this way
about a return, he should seriously question whether he should
even be making it out.
Editing Client Data
However the data is obtained from the client, it should be
both edited and coded before being turned over to the actual re
turn preparer—if the preparer is not also the interviewer. “Edit
ing” involves making clarifying comments on the data itself (for
example, “nondeductible,” or “stock inherited from mother—check
706 of Erma Michaels for basis”). Without proper editing, a pre
parer can easily put in double or triple the necessary time in
preparing a return—and do a less than adequate job of it. “Cod
ing” involves marking the items (for example, with a red pencil)
with the tax schedule (for example, Schedule C) or with the num
bers of the computer input sheet onto which the item should go.
The utility of editing and coding may be illustrated by the
experience of one CPA firm partner with the same client and
roughly the same type of data in two consecutive years. In Year
1, the partner put in half an hour reviewing the data that the
client had mailed in, and turned it over to the preparer. The pre
parer spent 24 hours on the return preparation—and then, another
four hours were spent redoing the return after it came back from
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the computer center the first time. In Year 2, the partner spent
an hour and a half editing, coding, and turning the return over
to the preparer (a new man). Preparation time was ten hours—
and no redo was needed.
Questionnaires at Other Than Year End
The typical approach of a CPA firm is to gather the data from
the client after the end of the year. An alternative approach at
tempts to put the individual tax client into a year-round relation
ship with the CPA, both in terms of record keeping and tax plan
ning. Thus, one firm provides the client with a copy of the check
list used at the time of return preparation (Illustration 5-4),
together with preprinted 9" x 12" manila envelopes that contain
headings corresponding to the checklist (employment income and
expenses, dividends and interest, and so forth), for use during
the coming year. The client is instructed to file copies of every
thing related to a particular caption in the appropriate envelope,
as events happen, and to jot down on a piece of paper and put
into the envelope any transaction for which he does not obtain
documentation, for example, a cash contribution to a church. He
is cautioned to add any necessary explanatory comments to all
documentation to supplement it. In addition, he is given a booklet
describing tax planning ideas and encouraged to call if he has
any questions as to how they might apply to him or if any other
tax-related thoughts or questions should arise during the year.
An example of such a booklet is set forth in Illustration 5-5. The
client is also added to the mailing list for the firm’s monthly tax
letter.
Other firms attain the same objective with somewhat different
techniques. One provides clients with a plastic-bound tax record
book with pages for recording, on a single-entry basis, the vari
ous types of income and deductions that an individual might
have. This includes such often-overlooked items as a mileage log
for medical expense and for charitable activity.
Some firms do a substantial amount of analysis and recording
for individual clients with multitudinous security transactions.
This workload can be spread over the year, and provides an oc
casion to furnish the client with tax planning advice, by having
the client send his brokerage advices as transactions occur, or
5-5

by having him send them to the practitioner’s office every three
months on a regular schedule. The security transactions can be
scheduled and kept up to date and thus only need year-end com
pletion at tax time. Some CPAs have duplicate brokerage state
ments of selected clients sent directly to them by the brokerage
firm—a service that apparently many brokers will furnish their
good customers at no charge.
The aim of any such system should probably be three-fold:

1. To encourage the clients to do year-round tax planning for
themselves on simple things and in consultation with the
CPA on more complex matters;
2. To simplify and systematize the client’s problem of accumu
lating data needed in the preparation of his income tax re
turn; and
3. To reduce in-office interview time without reducing inter
view quality.

Business Returns
Business returns present problems that differ from those of an
individual. Most businesses keep some sort of records, so that
usually the CPA begins his tax work proper from either a profit
and loss statement or some sort of a trial balance. Here the CPA
faces a dual problem.
First, the records may be kept on a basis that is not the same
as the tax basis on which the return will be filed. This may in
volve reclassifications of items of income and expense, or it may
involve such differences as reporting income on the books on an
accrual method, but on the installment method for tax purposes.
Review of the previous years’ returns and questioning of the cli
ent will usually bring out these differences.
The second problem is the minimum degree of audit work
that should be done to determine whether the accounts actually
contain what they purport to contain. Certainly, all entries to
the proprietorship accounts should be carefully scrutinized.
Should repairs and maintenance expenses be tested? Travel and
entertainment? Advertising? Detail is required of some accounts,
such as tax expenses or charitable contributions, simply to pre
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pare the return. But how much validation of this detail is neces
sary or desirable?
One viewpoint is that the minimum should be some questioning
of the client or his bookkeeper as to the nature of the items
charged to the various accounts. If the answers are vague or un
satisfactory, then the CPA is duty-bound to persist until he re
ceives answers that satisfy him. He knows from his own experi
ence the types of items upon which revenue agents tend to focus.
Certainly, these items should be the ones with which he is most
concerned. But the practitioner also knows from his own experi
ence which accounts are subject to error, especially as to that
particular client.
For example, the CPA has a client who makes it a practice
to charge to his corporation certain types of personal expenses, or
a corporate employee does odd jobs around his house, while his
wife drives a car owned by the corporation. During a prior-year
audit, the revenue agent may have disallowed a substantial
amount of such deductions to the corporation, taxing them to the
individual as dividends. The CPA is probably not exercising “due
diligence” if he allows similar items to slip through as deductions
on the corporate return if simple inquiry would have disclosed
them.

Individual Taxpayer Working Paper Organization

Chapter 6 deals with the subject of working papers generally,
with primary emphasis on business clients. A major problem in
many CPA offices, however, is a lack of uniform organization (or
even of any indexing at all) of the data obtained from the client,
prepared by the CPA, or otherwise involved in the preparation
of the return.
One approach to organizing and indexing the data is to treat
the basic Form 1040 itself as the master index. Since line 52 on
the 1972 Form 1040 dealt with itemized deductions, all itemized
deduction data could be attached to working papers, which
would be numbered “52” as the basic number. Medicines and
drugs are at line 2 on the schedule of itemized deductions
(Schedule A), so that all supporting data for medicines and
drugs would be located at 52-2. Similarly, any data on state in
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come tax refunds (line 42) would be indexed “42,” and so forth.
If a computer return preparation service is utilized, the same ap
proach could be taken, but the computer input sheet numbers
would be the basis for indexing.
Another and more flexible approach is set forth in Illustration
5-6. A standard work paper index form is used as the top sheet
for individual tax return files. The working papers are then in
dexed in a manner similar to that used in the particular office for
audit working papers. In turn, subschedules, such as the related
interview/checkhst form presented in Illustration 5-7, also relate
to working paper references.
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Illustration 5-1

Interview Questionnaire
for Individual Client

Questionnaire for Year___________
Instructions: Please answer fully every question applicable to you. These questions are
necessary for the proper preparation of your income tax return. Use another sheet where
space does not permit fall explanation. Please write plainly, print or type.

Name_______________________ Age_____ Wife’s name___________________ Age_____
Phone_________ Street address_______________________ City______________ Zip______

Social Security number: Husband's

Wife’s

Husband’s occupation________________________ Wife’s-------------------------------------------

Dependents having less than $750 a year gross income and for whom you famished more
than one-half the annual support. (If more than $750, see letter.) Please famish address if
different from yours. Enclose separate sheet if necessary.
Name of Dependent

Relationship

Name of Dependent

Relationship

What payments did you make on this year’s declaration of estimated tax? Please show dates
and amounts:
1st________________ 2nd_______________ 3rd------------------------ 4th-------------------------

YOUR TOTAL CROSS CASH INCOME

Enclose your withholding receipts, Form W-2.

Employer’s Name and Address

Amount
of
Earnings

Amount of
Income Tax
Withheld

Salary (husband’s) ....................................................................
Salary (wife’s)...........................................................................

(Use separate sheet if you had more employers during the year)

Dividends on stock
(detail on separate sheet names of payors and amounts) .......................
Interest on bank deposits, notes, corporation bonds, etc.
(detail separately) .......................................................................................
Annuities or pension
(also see farther details requested) ..........................................................
Other income (explain).

$
$
$

5-11

Illustration 5-1
PERSONAL DEDUCTIONS
Contributions

(Give name and address of organization)

Church .............................
United Crusade ..............
Red Cross ........................

Amount
$---------------.....................
.....................

Others (specify) ...............
..........................................
..........................................

Amount
$_______
$_______
$_______

Interest paid: Mortgages, bank loans, installment purchases, etc.
To___________________________________________________________
To___________________________________________________________
To___________________________________________________________

$_______
$_______
$_______

Taxes

Real estate and personal property taxes ......................................................
State sales tax .................................................................................................
State gasoline tax............................................................................................
State auto, plates and license fee ................................................................
State income tax ...................... .......................................................................

$
$_______
$----------$_______
$____ __

LOSSES (Not Covered by Insurance)

Fire ..................................................................................................................
Storm ..............................
Theft ................................................................................................................
Auto collision..................................................................................................

$_______
$
$_______
$_______

MEDICAL, DENTAL, ETC., EXPENSE

Date and to whom paid (use separate sheet if necessary)

______________________________________________________________
______________________________________________________________
--------------------------------------------------------------------------------------------Accident and health insurance premium ...................................................

$_______
$----------$----------$-----------

Insurance recovery received against medical expenses .........................

$------------

MISCELLANEOUS

Union & technical society dues and initiation fees $-------- Alimony .......
$---------Protective and special clothing $------- Safe deposit box..........................
$---------Fee for preparing tax return $-------- Tools, instruments & equipment $----------Other.
_ .____________________________________________________ $--------------
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INCOME FROM ANNUITIES AND PENSIONS

Please enclose information received from the payor on amounts paid to you during the year
(including Social Security).

Contract No.
----------------------------------------------------------------

Name of Payor
----------------------------------------------------------------------------------------------------------------------—---------------------------------------------------------

Amount
$___________
$___________
$___________

RENTAL INCOME

Gross Rents
Received

Type and Location of Property

OPERATING EXPENSES OF RENTAL PROPERTY

License ............................
Rent paid ............. ...........
Agent’s fees .....................
Interest ............................
Insurance .........................
Taxes ................................
Advertising.......................
Replacements .................

Salaries and wages .........
Utilities and garbage .....
Telephone ........................
Cleaning and laundry ....
Supplies ...........................
Repairs .............................
Losses ...............................
Depreciation ....................

$,
$.
$.
$.
$.
$.
$.
$,

(If different from prior year, explain)

How much of the rental property do you or any of your relatives occupy rent free?

Please describe any other receipt, expenditure or transaction which you feel might have a
bearing on your income tax for this year.

Prepare return in accordance with data hereon.
Date

__________________________ ________

Signature of taxpayer
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Illustration 5-2 Comprehensive Individual
Client Questionnaire

January 10, 1974

Mr. Brian Jones
22 Bedford Street
Anytown, Ill.

Dear Sir:

For the preparation of your federal and state income tax returns for
1973, we have designed the enclosed questionnaire to assist you in ac
cumulating information and to remind you of items that could otherwise
be overlooked. May we have your cooperation in returning the question
naire fully completed at the earliest possible date?
It is not necessary to send your cancelled checks, receipts, brokers’
confirmations and other original evidence of expenditures. However, the
law generally provides that these records be preserved for at least three
years.
Please return the completed forms in the enclosed envelope together
with W-2 Forms and other requested data.

Also, please send us the front pages of the federal and state booklets,
containing 1973 income tax forms, which have the “pre-addressed labels,”
since both the Internal Revenue Service and the Illinois Department of
Revenue request that, whenever possible, these labels be used on the
income tax returns when filed.

Cordially,

Enc.
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Income Tax Questionnaire for Year 1973
Your Name_________________________ Wife’s First Name & Initial_________________

Your Social Security Number____________ Your Occupation________________________

Wife’s Social Security Number___________ Wife’s Occupation_______________________

Were you 65 or over on December 31, 1973? _ __________
Was your wife 65 or over on December 31, 1973?____________

Address______________________________________________________________________
State

County

City, Town or Post Office

Do you live in an unincorporated area?

Zip Code

Yes_______ No________

Telephone Number Home:________ ___________ Business:________
Area Code

Area Code

List dependents and indicate amount of support furnished by you, dependent, and others.

Name

Age At
Dec. 31,
Relationship
1973

Support
Furn.
By
You*

Support
Furn. By
Dependent
And Others

Months
Lived In
Your
Home

(a)------------------------ .

(b) ___________________
(c) ------------------------ .

(d) ___________________
(e) ------------------------ .
(f) ---------------------------------

*If 100 percent—Write “all”
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Please answer the following questions and submit details for any ques
tions answered “Yes.”

Yes

No

Did any dependent have income of $750 or more? .._____________

Are any dependent children married and filing a joint
return with spouse?................................................................................
Did any dependent child over 19 attend school less
than 5 months during the year? ...........................................................

Did you receive compensation in 1973 for absence
from work due to illness or personal injury? ......................................
Has your employer provided more than $50,000
group life insurance for your benefit? ..................................................
Have you made any gifts in 1973 directly or in trust
totaling over $3,000 per person? ..........................

............. ..........

Did you, at any time during the taxable year, have
any interest in, or signature, or other authority
over a bank, securities, or other financial account
in a foreign country? ..............................................

............. .........

For purposes of Illinois income tax, please indicate if
you were a resident of a state other than Illinois
during any part of 1973?.........................................

............. .........

Do you wish to have $1 ($2 on Joint Return) of your
taxes applied to the Presidential Campaign Fund?
If yes, indicate party or nonpartisan .....................

............. .........

Do you want any overpayment of 1973 taxes applied
to 1974?....................................................................................................

Have you received in 1973 interest income from taxexempt securities? ..................................................

............ .........

Wages, Salaries and Compensation
Please Submit All W-2 Forms for wages, salaries and compensation.
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Dividends Received
Please enclose all Forms 1099 and 1087 received. Capital gain div
idends from mutual funds will also be on these forms.
List dividends received below. (Show your broker’s name if they re
ceived your dividend income. Give us totals only.)
Please check whether owned by husband (H), wife (W), or jointly (J).

Name of Company or Broker

H

W

Amount

J

$

Interest Received
Please enclose all Forms 1099 and 1087 received.
List interest received below. (Show your broker’s name if they received
interest for you. Give us totals only.)
Please check whether owned by husband (H), wife(W), or jointly (J).

Name of Payer or Broker

H

W

Amount

J

$
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Shares

of

No.

Acquired*

Date
Sold

Net
Proceeds
Cost

Gain
or
(Loss)

*If not acquired by purchase,

state how acquired.

From Sales of Real Property: If real estate was sold, attach copy of closing statement for purchase and sale and property
tax bills for year of sale.
Did you sell your home in 1972?----- (If so, furnish us closing statements on both new and old homes, cost of
subsequent improvements, and date you moved into new home.)

Name of Company

Securities: Please check whether owned by Husband (H), Wife (W) or Jointly (J). Furnish all your brokerage account
statements and broker’s transactions slips if you wish us to compute the information requested.

Capital Gains and Losses
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Miscellaneous Income
If you had income from the following sources, please so indicate and
provide the requested information.
(1)

(2)

(3)

Pension or annuities.
(a)

Name of payer____________________

(b)

Amount received ..................................

Rent or royalties.

(a)

Total amount of rent ............................

(b)

Expenses—Itemize on separate sheet.

$--------------

Partnerships, estates, trusts or small business
corporations.

(a)

Copy of tax return or information form
received from tax return preparer.
_________________________________

(4)

$__________

$--------------

Other sources (alimony, jury fees, finder’s fees,
director's fees, prizes, etc.).

(a)

From whom______________________

$__________

Nature___________________________

(b)

From whom______________________

$__________

Nature___________________________
Social Security Benefits.
Gross
Husband____________

Wife _

___________

Medicare
Premiums Deducted

Net
Received

$-------------

$----------------------

$---------------

__________

_________________

___________
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Medical Expenses Paid During the Year
Medical insurance (Medicare, Blue Cross/Blue Shield, etc.), medicines
and drugs, doctors, dentists, nurses, glasses, hearing aids, appliances,
travel for treatment (auto, cabs, plane feres, etc.). List reimbursements
received in space designated below.

Amount
$

Amount
$

Medical Insurance Premiums:

Medicare Premiums:

Other Medical Expenses:

List reimbursement received
below:

(a) Medicare
(b) Blue Cross/Blue Shield

(c) Other
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Taxes Paid in 1973
Income Taxes
List your payments of 1973 Estimated Tax:
STATE________________________________

FEDERAL

(If other than Illinois, please show state)

Date of Payment

Amount

Amount

Date of Payment

If you received a refund of 1972 federal or Illinois income tax show
amount below:
Federal income tax refund
$___________
Illinois income tax refund

Other Taxes
Real Estate (on personal Residence)............................

$___________

Amount
$___________

Gasoline Tax—Gallons or nonbusiness mileage:
No.---------------------- Gallons
No.---------------------- Miles

___________

Sales Taxes on large purchases of:

Automobiles ................................................................

......................

Furniture ....................................................................

......................

Jewelry ........................................................................

......................

Furs .............................................................................

......................

Other (Explain) ..........................................................

......................

Personal Property .............................................................

......................

Other ..................................................................................

......................

$

-
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Contributions
Cash Gifts: (Include Political Contributions)
To

To

Amount

Amount

$

Contributions Other Than Cash (At
tach appraisal, if any).
Organization to Which Contributed
and Description of Property Con
tributed.

$

Acquired

Cost

Date
$
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Contribution

Date

Fair
Market
Value
$
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Interest Paid
To Whom Paid
Home Mortgage

Amount

$

Installment Purchases and
Revolving Charge Accounts

Loans

Other Deductions
Alimony—Paid To:

Safe Deposit Box Rental
Fee for Preparation of
Tax Returns
Investment Counsel Fees

Casualty Losses (Explain)

Expenses connected with
producing or collecting
income (Explain)

Other (Special uniforms
and maintenance, safety
shoes, union dues, trade
journals, professional
society dues, etc.)
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YES

NO

Did you have any expenses in connection with your
employment which were not reimbursed? If yes,
list on next page ...................................................... .................................
Did you have any expense account or allowance or
receive expense reimbursements? ........................

............ ............

If yes, was itemized accounting made to employer?_____________
If no, submit details on next page of expenses in
curred and reimbursement received ................

............ ............

Did you move your residence in 1973 incident to a
change of employment or self-employment? ........................................

If yes, furnish the following:
(a) Number of miles from your former resi
dence to your new business location______

(b) your former business location______________
Note: The moving expense deduction is not allowed unless the distance in
(a) is 50 or more miles farther than distance in (b).
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Illustration 5-3 Transmittal Letter
for Client Questionnaire

To Our Clients:

Federal and state taxes continue to grow in complexity. As a result, tax
returns now take much more time to prepare than in the past. Preparation
of an income tax return includes, in addition to the assembly of data, a
careful planning study to achieve the maximum tax saving. This requires
that we have enough time, together with complete and accurate data.

Deadline
It is essential that you submit your tax information to us not later than
March 15 in order to have your return processed prior to April 15. Be
cause of the increasing complexities of income tax return preparation,
returns received April 1 or later will not be processed before April 16.
The enclosed questionnaire is designed to assist you in accumulating
information and to remind you of items that otherwise could be over
looked. May we have your cooperation in returning the enclosed ques
tionnaire fully completed at the earliest possible date?

Appointments
In order to serve you better and conserve your time, we will appreciate
your calling to arrange a definite appointment for you to bring your infor
mation if you plan to come after February 15. This will eliminate the
possibility of your having to wait until someone can discuss your informa
tion with you if you arrive unexpectedly.
If you have any questions concerning this or any other matters, please
feel free to come in and discuss them with us.
How to Compile the Tax Data
Income: All taxable income should be gathered from your records
—savings bank books, deposits in checking accounts, stockbrokers’ state
ments, real estate agents’ statements, insurance company data, and so
forth. Income received but not deposited must also be reported. Our
enclosed forms may be used for all of this data.
Expenses: We suggest that you make a preliminary review of the de
ductions you may take as listed on the questionnaire. Then, go through
whatever payment records you have—checkbook or checks, paid bills,
receipts, and other memos—and sort them according to type of expense
deduction. Finally, list the details on the enclosed deduction schedules.
We have found that the best procedure for assembling data regarding
tax deductions is—
1. Remove from each monthly bank statement the cancelled checks rep
resenting tax deductions.
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2. Go through bank statements for January and February 1973 and re
move checks written in 1972 that cleared in 1973.
3. Sort the checks into groups—charities, taxes, medical, and so forth.
4. Summarize data from cancelled checks onto questionnaire.
5. File the checks, by groups, in a large envelope labeled “1972 tax data.”
These checks will be readily available in the event of a tax examination.
Contributions in Cash
The Treasury Department policy is to disallow cash contributions in
excess of $52 per individual and $78 per family, unless you have bona fide
receipts for larger amounts.

1973 Estimated Tax Declarations
We will prepare these estimates, as in the past, on the basis of your
income and withholding taxes for 1972. On this basis, we minimize the
possibility of a penalty for under-estimation. If you anticipate substan
tially lower income for 1973 or a change in withholding taxes, we must
rely on you to advise us of it when you submit your tax data for 1972.
Should the variation occur later, please advise us at that time and we will
determine if your estimate requires an amendment.

Tax Information Notices
Companies and other entities that pay you salaries, commissions, div
idends, interest, pension, royalties, annuities, and such must file with the
Treasury Department information notices of such payments. A copy of
each notice is also sent to you. Please check the correctness of the re
ported amounts and attach the slips to the questionnaire. If there is any
discrepancy between the amounts reported and the amounts you have
received, or if the notices include nontaxable income, would you kindly
attach a memo to that effect and send it to us.
Tax Examination Caution
The tax information notices, which are filed with the government, to
gether with the use of taxpayers’ numbers and computers, now give the
Treasury Department more effective means of independent verification.
All bank deposits should be identified in your own records and the
source of funds noted. This is desirable because examining agents may
review bank deposits and demand explanations. It is good practice to
make all deposits in your checking account with proper explanations in
the checkbook. Preferably, funds deposited in saving accounts should
consist of checks drawn on your checking account; if not, a permanent
record of the source should be kept. It may also be helpful, where ac
tivities are extensive, to have separate checking accounts for specific pur
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poses, such as the operations of rental property, personally owned busi
ness ventures, and investment accounts, both to avoid the commingling of
personal and business transactions and to simplify year-end analysis. Fail
ure to maintain proper records may be costly in terms of time, additional
taxes, interest, fees, and possibly even penalties.
Social Security and Medicare
Those taxpayers who will reach age 65 during 1973 should register with
their social security office at the earliest possible time for medicare and
social security benefits.
We would like to again remind you that persons aged 72 are entitled to
medicare and in most cases are also entitled to social security even if they
have no covered work under social security.
If you have any questions, please communicate with our office.

Cordially,
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Individual Tax Client to
Facilitate Tax Return Preparation

Income
(Check every item which applies; obtain data or prepare schedules for details)

Salaries and wages
No. ofW-2’s_______________________
Sick pay? (Form 2440)
Moving expenses? (Form 3903)
Employee business expenses? (Form
2106)
Outside salesman?
Other employment income (Form 1099’s)?
Excess group life insurance
Commissions
Expense reimbursement in excess of ac
counting
Tips, prizes, awards, etc.
Strike benefits
Bonuses
Any "long-term compensation?” (Secs.
1301-4)
“An employment”; artistic, etc., back pay
Dividends (names of corporations) (Form
1099’s)
Qualifications for exclusion
Are any “tax-free”; capital-gain?
Facts as to ownership (H., W. or J.)

Interest (Name of payers) (Form 1099’s)
From banks, savings & loans, etc.
On loans and mortgages
On installment insurance proceeds
($1,000 excludible Sec. 101(d)
On U.S. obligations (show “tax exempt”)
On “Municipals”
Any U.S. Savings Bonds cashed?
Any imputed interest? (Sec. 483)

Business
Profession
Employer ID #
Self-employed retirement plan (Form
2950SE)
Net operating loss carryover
Inventory questions—information
Expense account information
Forms 1096 and 1099 issued? Where
filed?
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Income earned abroad (Form 2555)

Wagering
Pensions or annuities
Details re: investment, age, tax-free re
ceipts

Rents and royalties
Wholly owned
Fractional interest
Farm
Any conservation carryovers?

Partnership (copy of Form 1065)
Trusts (copy of Form 1041 or Schedule E)
Estates (copy of Form 1041 or Schedule E)
Subchapter “S” Corp. (details)
(copy of Form 1120S)
Alimony or separate maintenance
Copy of decree or agreement

Prizes and awards (Sec. 74)

Scholarships and fellowships (Sec. 117)
Gains or losses on sales of:
Residence
—over age 65?
—nonrecognition (Sec. 1034) (Form 2119)
Other real estate
Securities
Other capital assets
Small Business Corp. stock (Sec. 1244)
Capital loss carryover

Cancellation of debt

Collections on installment sales
Controlled foreign corporation (Form 3646)
Involuntary conversions

Undistributed long-term capital gains (Form
2439)
Any other income or receipts?
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Deductions
Contributions
Client’s list of names and amounts
Securities
In “kind” or expenses
Mileage
Estimate
Political (State)
Unrelated student (up to $50/mo.)
Carryover

Losses
Casualty (fire, storm, collision, etc.)
Theft (details or copy of police report)
Insurance recoveries
Bad debts
Worthless securities

Medical expenses
Names and amounts
Medical insurance
Reimbursements received
Premiums paid
Adoption expenses (State)
Dependent parent (Form 2948)

Non-business interest expense
Payee’s name; purpose of loan
Installment carrying charges
Payment books, receipts, etc.
Non-business taxes
Auto licenses (no. of vehicles__________ )
Total
Less registration fees
Property tax portion

Investment

Dues and subscriptions and other expenses
for managing, conserving, etc. non
business income
Income tax return preparation

Other personal property
Real estate
State disability insurance
Sales tax—per table
Sales tax—special purchases
State income tax
Gasoline

Accounting services
Lawyers fees (purpose)

Alimony paid (copy of agreement or decree)
Safe deposit box rental
Child care (working mother or “widower”)
(Form 2441)

Employee non-business expenses
Educational expenses (Form 2519)
Union dues
Special uniforms and laundry
Small tools
Employment agency fees
Unreimbursed “business expenses”
(Form 2106)
Other allowable deductions

Credits
Foreign taxes (Form 1116)
Non-highway gas tax credit (Form 4136)

Tax paid by Regulated Investment Company
Obtain client’s Form 2439

Investment Credit (Form 3468)
Carryover—Carryback
Recapture
Leased Equipment

Retirement Income Credit
Qualify for 10-year earned income?
H____ W_____
Obtain details re Social Security or other
excluded income
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Illustration 5-5 Booklet Describing
Tax Planning Ideas for
Individual Clients

Summary of Year-End Tax Planning Ideas
for 1972
Income Tax Returns
All Taxpayers
1. Shifting receipt of income
Generally, a cash basis taxpayer recognizes income when it is received.
If the income becomes yours, but you simply decline to receive it, it will
be deemed constructively received and treated as if received. However,

• Professionals and persons in a service business may accelerate or
defer income by increasing their collection activity or by not billing
their clients or customers until the following year.
• Bonuses based on a formula computed on 1972 activity but not
payable until 1973 would generally be income to the recipient in
1973 and, if the corporation is an accrual basis taxpayer, deductible
in 1972.
• Landlords may accelerate income by encouraging advance rental
payments during 1972.
2. Installment sales
Defer tax on gain from property sales for a number of years by qualify
ing for installment sale treatment. Important—you must not receive more
than 30 percent of the sales price (principal) in the year of sale. If reported
as an installment sale, the gain is recognized in proportion to the proceeds
collected during the year.
• You won’t have your cash until some future date—unless you ar
range a bank loan pledging the installment note as collateral. Cau
tion: Don’t sell or discount the installment debt. If you do, the full
gain will become taxable at that time! Collections on the installment
note may be used to make payments on a bank loan and perhaps the
interest received will equal or exceed the interest being paid on the
bank loan.

Possible bonuses: by deferring the payment of tax over a number of
years you may be able to have the gain taxed at lower rates and frequently
obtain a higher sales price because of offering more favorable terms to
your buyer.
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If the selling price is contingent on something, whether sales or profits
or whatever, installment treatment is not available.

• Consider rewriting the sales agreement to provide for a specific
price, which would be the maximum payable in any possible cir
cumstance, with provision for reduction in the balance due if future
sales, profits, and so forth fall short of expectations.
3. Partnership and Subchapter S losses
Normally a partner may deduct his share of partnership losses on his
personal return for the year within which the partnership year ends.
However, the amount deductible is limited to the lesser of his share of the
loss or his tax basis in the partnership interest (generally made up of his
capital account and his share of certain partnership debt). Partnership
losses not allowed currently may be taken in a future year when the
partner’s tax basis has increased sufficiently. If your partnership is going
to sustain a loss during the current year and you wish to take current
advantage of your share of the loss, make sure that your tax basis will be
large enough. Conversely, if you wish to defer all or part of the loss until
next year, perhaps you may reduce your tax basis by making withdrawals
from the partnership in 1972 and repaying them in 1973.
It is often said that a Subchapter S corporation is a corporation taxed
“like” a partnership. One very important difference is that deductible
Subchapter S losses are limited to the basis in stock plus debt owed the
stockholder by the corporation, and inability to use the loss in the year
incurred results in never getting use of the loss. Unlike the partnership,
the loss can’t be used in a subsequent year; it is lost forever if insufficient
basis exists at year end. Therefore, analysis should be made before the
corporation’s year end to determine if there will be losses in excess of
basis; if it appears there may be, perhaps the corporation may be able to
defer the losses or perhaps you may make loans to the corporation to
increase your basis and thus your allowable loss.
4. Abandonment of property
Losses on business property sales offset gains of the same character
(sometimes referred to as Sec. 1231 gains) which would otherwise be
treated as capital gains; losses from abandonment and from certain demo
litions are ordinary losses. If you have 1972 long-term gains from the sale
of business property, you may be money ahead if you forego realization of
nominal cash from sale of an almost worthless asset, and instead abandon
the asset, thus realizing a fully deductible ordinary loss and retaining
preferential treatment on the existing gains from the sale of business
property.
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• A corporation has a Sec. 1231 capital gain of $100,000, ordinary
income of $200,000, and a building with a basis of $100,000 which
could be sold for $5,000.

Ordinary income
Capital gain
Taxable income

Tax:
On ordinary income
On capital gain (at 30%)

Tax if abandoned
Difference
Cash lost due to abandonment
Net tax savings

_____ Results if______
Sold
Abandoned
$200,000
$100,000
5,000
100,000
$205,000
$200,000

$ 89,500
1,500
$ 91,000
(71,500)
$ 19,500
5,000
$ 14,500

$ 41,500
30,000
$ 71,500
----------

5. Net operating losses
If a loss will result from business transactions, and sufficient income has
been reported and taxes paid during the previous three years, then

• Estimate the tax benefits of a future-year deduction as compared
with a current-year refund, and, if the refund is desired, defer
income or accelerate expenses in order to maximize the amount of
the loss and increase the amount of refund available from a net
operating loss carryback.
• Defer long-term capital gains where possible, since the loss will
probably nullify preferential tax treatment of capital gains and de
crease the refund of taxes previously paid on ordinary income.

Net operating loss carryovers run out in five years. If 1972 is the final
year of an NOL, then
• Accelerate income or defer expenses so that the entire amount of
the loss gets soaked up with tax benefit.
• As a last resort, realize long-term capital or Sec. 1231 gains, even if
it means turning around and buying back the same or similar prop
erty.
6. Depreciation
Additional first-year depreciation of 20 percent of the first $10,000 of
cost ($20,000 if a joint return) may be taken on business equipment with
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at least a six-year life. Full allowance is available for 1972 if the assets are
“placed in service” before December 31.
Most business equipment “placed in service” during the current year
may qualify for the new ADR system of depreciation. Under ADR, for
instance, half a year of depreciation could be taken on equipment “put
into service” before December 31 (similar benefits are available in a
“multiple asset account” without electing ADR). Adoption of ADR is an
annual election, so failure to elect it this year doesn’t preclude you from
electing it next year.

• Caution: bonus or accelerated depreciation is wasted when it in
creases losses which may never be used.
7. Investment credit
Investment credit is available in 1972 for property put into service by
December 31, 1972. The full 7 percent is allowed for property with a
useful life of at least seven years; two-thirds of the 7 percent for property
with useful lives of five or six years; and one-third of the 7 percent for
property with useful lives of three or four years. Lives used for invest
ment credit must be the same as for depreciation purposes.
• Even though you could use a five-year life on equipment, you might
find it better to use a seven-year life and qualify the equipment for
maximum investment credit as well as for additional first-year de
preciation.

8. Repairs, services, and supplies
By increasing the purchase of various anticipated services and supplies,
which you normally deduct at the time of purchase, additional deductions
may be accelerated into the current year. Conversely, postponing such
purchases increases your net income.

Individuals

9. Charitable contributions
Because of requirements unique to foundations, you should discuss
with your tax man year-end planning possibilities that may affect your
foundation.
Charitable contributions are deductible when made. Consider making
two years of contributions in the same year (if within the percentage
limitation). Charitable contributions are generally allowed as a deduction
if not over 50 percent of your adjusted gross income. The limitation is 30
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percent for contributions of property which would have resulted in a
long-term capital gain if you had sold such property.

• The contribution of a parcel of land, costing $5,000 a few years ago
and having a present fair market value of $50,000, may be deducted
as a $50,000 contribution. However, the 30 percent contribution
limitation applies because the sale of the real estate would have
resulted in a long-term capital gain.

However, the 30 percent limit on appreciated property is increased to
50 percent if you elect to decrease the amount of the contribution by 50
percent of the unrealized gain.
No deduction is allowed for that portion of the value of any property
contributed to a charity which would have resulted in ordinary income or
a short-term capital gain if sold by you.
• The contribution in December 1972 of a security which cost $5,000
on September 11, 1972, and has a fair market value of $10,000 will
result in only a $5,000 contribution deduction.
If you contribute tangible personal property (such as a painting), the
usefulness of which is unrelated to the donee charity’s exempt function,
and which would have resulted in a long-term capital gain if sold by you,
the allowable deduction is reduced by 50 percent of the amount of such
unrealized gain.
• The contribution, to the YMCA, of a painting costing $100 in 1947,
and now having a fair market value of $3,000 will result in a deduc
tion computed as follows:
Fair market value
Less 1/2 the unrealized gain:
Value
Cost
Unrealized gain
One-half of $2,900

Contribution

$3,000
$3,000
(100)
$2,900
(1,450)

$1,550

Charitable contribution arithmetic in a long-term capital gain year is no
longer the same. Now there is no alternative maximum tax, as such, on
most capital gains in excess of $50,000. Instead, there is only the old 50
percent long-term capital gain deduction. This means that a charitable
contribution can offset the remaining 50 percent of capital gains and can
be worth as many cents on the dollar as your marginal ordinary income tax
bracket even if your income is made up mainly of capital gains in 1972.
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10. Sales or transfers of income-producing assets
The price of stock frequently includes an amount for anticipated div
idends. Rather than planning to sell the stock at a gain after a dividend is
paid, consider selling the stock prior to the ex-dividend date, thereby
realizing only capital gain and no ordinary income. Sell or gift Subchapter
S stock before the corporate year ends if all profits have not been distrib
uted. Since the profit of a Subchapter S corporation is taxable to the
year-end owners, income otherwise taxable to you may be shifted to a
family member, assuming proper compensation for your services. (Such a
gift may also be a valuable part of an estate planning program.)
11. Itemized vs. standard deduction
An individual may either itemize his deductions or take a standard
deduction of 15 percent of adjusted gross income ($2,000 maximum) in
1972. It may be valuable to shift as many deductions as possible into 1972
and then take the standard deduction in 1973 (or vice versa).

• An individual who normally has deductible items of $2,000 per year
accelerates the payment of interest, contributions and taxes totaling
$800 during 1972, and itemizes his deductions, which now total
$2,800. In 1973 he has itemized deductions of only $1,200
($2,000-$800) so he takes the standard deduction of $2,000. If he is
in the 40 percent bracket he will save $320 ($800 x 40%) by ac
celerating 1973 deductions into 1972. This savings may be repeated
every other year by bunching deductions into the alternate years.
12. Changes in marital status—joint vs. separate returns
While a joint return normally results in lower taxes than separate re
turns, do not get married during the last few days of 1972 simply to qualify
for a joint return if

• Both you and your future spouse have incomes of nearly equal
amounts—two singles, each with taxable income of $20,000 pay
$1,680 less than a husband and wife with $40,000. By waiting to get
married until January 1, 1973, the Internal Revenue will be paying
for your honeymoon.
• Both or either qualify as a head of household or a surviving spouse:
A man widowed two years ago with $30,000 taxable income who still
qualifies as a surviving spouse pays a tax of $7,880, while a woman
qualifying as head of household with $10,000 taxable income pays a
tax of $1,940, a total of $9,820. A joint return for the two showing
$40,000 of taxable income results in a tax of $12,140 or additional
taxes of $2,320.

But where it pays, such as a high earner marrying a low- or no-income
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spouse, accelerating your wedding into 1972 will allow you to file a joint
return.
Even though your dependent child may have been married during the
year, you may still be able to claim the exemption (assuming the other
dependency requirements are met), but only if your married child does
not file a joint return with his or her spouse.
13. Underpayment of estimated taxes
A taxpayer required to make estimated tax payments during 1972 may
find that he has underestimated his taxes and is not covered by any of the
exceptions which avoid an underpayment penalty. The penalty may still
be avoided or reduced if the taxpayer has his employer increase the
amount of 1972 income tax withheld from his salary. Total withholding for
the year may be prorated equally among the four quarters for purposes of
determining if an underpayment has occurred.
14. Interest, taxes, and medical deductions
Interest is deductible in the year paid if you are on a cash basis. Prepay
up to one year’s interest if you wish to accelerate deductions or delay
payment if you wish to defer the deduction. The deduction of some taxes
may be timed. Prepay state and/or local income tax by increasing or
amending your estimate. Prepay current-year real estate taxes (for exam
ple, pay them before December 31) even though 1972 payment may not
be required by law. Medical expenses (deductible to the extent they
exceed 3 percent of the adjusted gross income) may also be accelerated or
deferred. However, it must be noted that payment of medical expense in
advance of services will not accelerate deduction. Nevertheless, medical
insurance can be prepaid through the end of the next year. Deferral of
these same items may be accomplished by simply withholding payment
until January 1973.
15. Excess investment interest
Watch excess investment interest. This is interest paid to carry invest
ments, to the extent that it is more than $25,000 greater than net invest
ment income. The excess converts long-term capital gain into ordinary
income. If the excess exceeds the capital gain, then half of it is deductible
and half carries over (still as investment interest) to subsequent years until
used up.

• Net leases produce investment interest and investment income.
Slight changes in who pays what expenses can sometimes transfer a
lease out of the net lease category.
• Realizing capital gains may be unwise in a year when there is al5-36
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ready an excess investment interest problem. Conversely, using
prepaid interest (if it is investment interest) may not produce a
desirable tax shelter in a year when substantial capital gains have
already been realized.
16. Maximum tax on earned income
While the maximum rate of tax on “earned income” (that is, income
from personal services) is 50 percent in both 1972 and 1973, there still
may be savings available from shifting “earned income” from one year to
another.

• A married individual filing a joint return with “earned income” of
$200,000 in both 1972 and 1973, $800,000 of capital gains (one form
of nonearned income) in 1973, and $50,000 of itemized deductions
and personal exemptions will have a total tax of about $420,000 for
those two years. However, if all the 1973 “earned income”
($200,000) can be accelerated into 1972, a savings of about $23,000
will result. Similarly, $100,000 accelerated to 1972 will save almost
$10,000. In this example, any acceleration of “earned income” will
produce a saving.
Similarly, shifting nonearned income may maximize the benefits avail
able to the “earned income.” The objective generally is to put the “earned
income” into years with minimal amounts of nonearned income, and
particularly nonearned income which is tax preference income.

• Realization ofheavy capital gains, exercise of qualified stock options,
or substantial amounts of other tax preference income, can sharply
cut the utility of the maximum tax on earned income. Keeping
earned income and amounts of tax preference substantially in excess
of $30,000 in separate years to the extent possible will keep the
overall tax burden to a minimum.
17. Timing Subchapter S income
If your corporation has elected under Subchapter S to have its income
taxed to the shareholders, you may have a unique opportunity for ac
celerating income if you and your corporation have different tax years.
While the corporation is not taxed, its income is taxable to the sharehold
ers in the year within which the corporate year ends, unless the corpora
tion makes a distribution which is taxable in the year made.

• Your Subchapter S has a fiscal year ending March 31, 1973, and you
estimate its income at $60,000. If the corporation distributes
$20,000 before December 31, 1972, you must include $20,000 in
1972 while the remaining $40,000 will be taxable in 1973. If you
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wanted $60,000 taxable in 1972, you would distribute that amount
before December 31; while if you wanted the $60,000 on your 1973
return, you would either make the distribution after December 31,
1972, or make no distribution at all.
18. Transfers to or for children
A child can have $750 of nonearned income and still pay no federal
income tax, even though you are still claiming him as a dependent. On
top of that, he can still have up to $1,300 of earned income with no tax
consequences.
• Consider transferring property into a ten-year trust for use in financ
ing the child’s education. Even if investment income exceeds $750,
applicable tax rates will generally be lower than yours. With spread
of “adult at 18” statutes, risk of having trust income taxed to you if
used for the child’s college education seems diminishing.
19. Tax-free sale of house
If you are 64 and planning to sell your house, wait until you’re 65. The
wait can be valuable.

• Gain on a house used as your residence for five years out of the eight
years preceding sale is tax free if sold for $20,000 or less. If sold for
more than $20,000, then the tax-free portion is:
$20,000
sales price

x

gain

20. Year-end gifts
Gift tax returns are filed quarterly. Now, before year end, is a good
time both to review whether you are delinquent in filing returns for gifts
made during the first three quarters of 1972, and to plan on your gift
giving program for the balance of 1972.

• You can remove pension plan benefits from your taxable and pro
bate estates by changing the beneficiary from your estate to your
wife and/or your children.
• Filing a gift tax return showing at least $1 of gift tax due can prevent
IRS allegations (more than three years later when examining a sub
sequently filed return) that the property was actually of greater
value than you showed.
• Over a ten-year period, a married man with three married children,
each with two children of their own, could give away free of gift tax
better than $750,000! As you can see from the estate tax table, this
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could mean an estate tax saving of $277,500 to someone who thereby
cut his taxable estate from $1,250,000 down to $500,000.

Businesses and Corporations

21. Surtax exemption
Smaller corporations whose 1972-73 earnings will average about
$25,000 should attempt to bring 1972 earnings down to $25,000 by ac
celerating or deferring income or expenses using techniques discussed
elsewhere in this booklet. Reason? The corporate income tax rate jumps
from 22 percent to 48 percent on taxable income above $25,000.

• A corporation with taxable income of $20,000 and $30,000 for 1972
and 1973 respectively, will pay a total tax of $12,300. The tax on
$25,000 taxable income each year would be $5,500, a total of
$11,000 and a savings of $1,300.
• Tax benefit of multiple surtax exemptions where more than one
corporation is owned by the same interests drops to $1,667 per
corporation for 1973. Estimate costs of maintaining separate corpo
rations, and balance against their benefits. Consider revamping
ownership so that corporations are not deemed members of same
group for tax purposes.
22. Affiliated group losses
Review affiliated corporations to determine if available losses are being
frilly utilized. Where a group consisting of a parent and subsidiaries exists,
it may be advisable to file a consolidated return in order to take advantage
of the losers. However, the election to file a consolidated return is ir
revocable and may be too high a price to pay to use up losses. Considera
tion might be given to merging the losers into some of the winners,
thereby offsetting income and losses. Where a group of brother/sister
corporations exists, merger may be advisable for the same reason, since
they can not file a consolidated return.

• However, if a merger took place on December 1, 1972, only 1/12 of
the income of the winner could be offset by the losses of the loser
during 1972. Generally, losses existing prior to the merger may be
carried forward into 1973 and all losses incurred after the merger
would be fully deductible.
23. Accumulated earnings
Review and determine if the corporation may be subject to the penalty
tax on earnings accumulated to avoid shareholder taxation. If there is no
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proper business reason for an accumulation in excess of $100,000 (may be
less for a member of a controlled group) a penalty of 27½ percent on the
first $100,000 of current year excess, and 3816 percent above, may be
assessed. Alternatives:

• Pay dividends during the current year or within 2½ months of year
end. The 2½-month rule allows shareholder income shifting which
might be valuable for other reasons.
• Make a Subchapter S election for 1973, where otherwise possible
and advisable, and pay a dividend during the first 216 months of
1973. This will both relieve the 1972 problem and yet not increase
the income of the stockholder.
• Transfer the stock to an affiliated corporation and then pay a div
idend which will be subject to the 85 percent (or possibly 100 per
cent) dividends received deduction.
• Pay the exact dividend specified in the wage-price freeze. A corpo
ration whose year ends after January 1972 must pay a dividend of 25
percent of its after-tax earnings to avoid penalties.
• Carefully document the business reasons for accumulating earnings.
These should be specific both as to proposed use and amounts
needed.
24. Avoiding personal holding company status
A “personal holding company” is almost any corporation which has at
least 60 percent of its gross income from such passive sources as div
idends, interest, rents (except where rent is the bulk of the income),
royalties, and personal service income, if five or fewer individuals own
more than 50 percent of the stock. A personal holding company pays a 70
percent tax on its undistributed income, in addition to regular income
taxes. Although a company may be a personal holding company, there is
no tax consequence if the company incurs a loss for the year.

• Deferral of income or acceleration of expense sufficient to result in a
loss will avoid the normal personal holding company problems,
defer taxes and may result in a refund of prior year’s taxes.
• Rental income may be accelerated by arranging to have the tenants
prepay a year’s rent (at a discount) to create sufficient rent to avoid
personal holding company classification.
While these ideas do not solve the problem, they will defer it until
1973, giving the company a year to plan around the problem.

25. Personal holding company
If the corporation is a personal holding company, pay the required
amount of dividends before year end to avoid the personal holding com
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pany tax. Dividends paid by the 15th day of the third month following
year end may be deducted as though paid in the current taxable year, but
only to the extent of 20 percent of the dividends paid during the current
year. If dividends have not been paid, consent dividends may reduce or
avoid the added tax.

26. Increase or adopt Lifo inventory
If inventory replacement costs have increased materially since the be
ginning of the year, increasing year-end purchases of inventory (if on Lifo)
may result in substantial reduction of income. Conversely, if replacement
costs have dropped, avoiding year-end purchases will result in using up
higher priced items in the beginning inventory. Of course, income may
be accelerated by reversing the outlined procedures. If you are not pres
ently on Lifo, consider the possibility of a change of accounting method to
the Lifo method.

• Compare the tax advantages of Lifo over Fifo during a period of
rising prices where beginning inventory consisted of 10,000 items at
$10; 20,000 items were purchased during the year at $12 apiece; and
10,000 items were on hand at year end.

LIFO

FIFO

Cost of goods sold
Beginning inventory
(10,000 at $10)
Purchases
(20,000 at $12)

$100,000

$100,000

240,000
$340,000

240,000
$340,000

Less closing inventory
Lifo (10,000 at $10)
Fifo (10,000 at $12)

(100,000)

Cost of goods sold used in
determining taxable income

(120,000)

$240,000

$220,000

The increase in the cost of sales deduction under Lifo of $20,000 can
result in a tax reduction of as much as $14,000.

Such a change can be made when you timely file your tax return for 1972
so long as year-end financial statements have also been prepared on a Lifo
basis.
27. Insulating Subchapter S passive income
The election under Subchapter S to have corporate income taxed to the
shareholders and not to the corporation may be lost if the corporation has
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certain passive income (dividends, interest, rent, gains on the sale of
securities, and so forth) in excess of 20 percent of its “gross receipts.” If it
appears that passive income may be too large, the corporation may be
able to increase its “gross receipts” by buying and selling commodities.

• Buying $100,000 of commodities, even if you ultimately sell for only
$95,000, will increase “gross receipts” by $95,000. This will increase
by $19,000 the amount of permissible passive income. The Sub
chapter S election might thus be saved at the cost of the broker’s
commissions and any loss on the transaction. Obviously, this could
be attacked by the IRS if the transaction did not also have a nontax
profit motive.

28. Dividends-received deduction
The dividends-received deduction is limited to 85 percent of the qual
ifying dividends received, or 85 percent of the taxable income, whichever
is less. However, when deduction of 85 percent of the qualifying div
idends results in a net operating loss, the 85 percent of taxable income
limitation does not apply. On occasion, a few dollars reduction in income
or increase in expense can salvage many times that amount in the tax
benefits of a larger 85 percent deduction.

• Corporation A has taxable income before the dividends deduction of
$85,100, having received $100,000 in dividends during the year,
while corporation B has $84,900 of taxable income and $100,000
dividends.

Income
Dividends deduction
Taxable income (loss)
Tax due (refund)

A
$85,100
72,335
$12,765
$ 2,808

B
$84,900
85,000
$ (100)
$ ( 48)

• By increasing its expenses or deferring $200 of income, corporation
A could save $2,856 (taxes not payable of $2,808 and loss carryback
worth as much as $48).

29. Corporate capital losses
If a corporation has paid taxes on capital gains during 1969, 1970, and/or
1971, it may want to realize enough capital losses during 1972 to offset as
much of the gains previously reported as possible. Since corporate capital
losses may now be carried back three years, at least enough capital losses
should be realized to offset the gains reported in 1969 for maximum tax
benefit. Gains reported in 1970 and 1971 can be offset by capital losses
incurred during 1973.
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30. Accrued vacation pay
1972 legislation restored, temporarily but retroactively, the “old” rule
which allowed deduction for accrued vacation pay even though specific
liability did not exist to a specific employee.

• If tax deductions were not claimed for years ended after January 1,
1971, because vacation pay did not vest but was payable only if the
employee was still on the payroll when vacation time arrived, re
fund claims may be in order.
• Returns for years ending through December 31, 1972, can claim
deductions for vacation pay even though the employee does not
have a vested right therein.
• Unless Congress acts again, which is likely since the 1972 action is
the sixth time Congress has postponed the effective date of the
change, deduction for accrued vacation pay in 1973 will require that
the plan create a liability to each individual employee for whom
vacation pay is being accrued.
31. Medical reimbursement plan
Employers interested in providing fringe benefits to some or all of their
employees may adopt a plan reimbursing their employees for actual med
ical expenses, including medical and hospitalization insurance premiums.
Normally, such plans also cover the medical expenses of the employees’
dependents. The amount of reimbursement is generally deductible by the
employer and not includible as income by the employee. Thus, a medical
reimbursement plan has the effect of a tax-free raise equal to the reim
bursement less the tax benefit of the expenses which would have other
wise been deductible by the employee if he itemized.

• A corporation adopts a medical reimbursement plan for its officers
and their dependents. It so happens that the officers also own 100
percent of the corporate stock. The corporation now pays the offi
cers’ medical expenses without the officers realizing any income.
While the IRS may challenge the corporate deduction, court cases
to date have upheld such plans when they clearly covered em
ployees as employees (and not as shareholders, even though they
were incidentally shareholders).
32. Pension or profit-sharing plans
It’s still not too late to establish a pension or profit-sharing plan for
1972. While you may not be able to pay maximum dollars to a new plan
because of wage controls, your employees may make their contribution to
a contributory plan. They cannot deduct the payment, but can take ad
vantage of tax-free compounding of income. Even though you, the em
ployer, cannot contribute as much as you would like during Phase II,
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carryover to succeeding nonfreeze years may allow you to make larger
deductible contributions in those years.
If it is desirable to shift the expense to 1973, failure to pay a 1972
profit-sharing contribution by the required due date will result in the loss
of the deduction for 1972, making it deductible in 1973 along with the
1973 contribution if made timely. The bunching of two years’ deductions
should not result in any loss of deduction since the 15 percent profitsharing plan limitation is effectively increased to 30 percent by what is
referred to as the secondary limitation.

33. Bad debts
It’s important to review receivables to determine their collectibility. If
you are on the reserve method, review the possibility of increasing your
reserve to accelerate deductions. If you are on the specific charge-off
method, review accounts carefully to determine whether they are partially
or totally worthless. Also consider whether, for 1973, you should switch to
the reserve method to conform your tax treatment to good accounting
practice with the added benefit of some doubling-up of deductions.
34. Price control profit limitations
Employers of over 60 persons (plus such special industries as health
care, construction, and forest products) who have raised prices because
they could cost-justify such raises should check whether their 1972 profit
percentage (before taxes) is better than the best two of the three years
1968, 1969, and 1970. If so, action before year end may be called for or
triple-damage penalties may be inflicted.

• Discretionary cost expenditures may help cut profits.
• Voluntary price cuts may bring the percentage into line.
• An exception (for example, a substituted base period) may be avail
able if applied for.
35. Gifts and entertainment
Holiday gifts and entertainment present business opportunities and
pose tax traps. Business gifts are deductible up to $25 per donee per year.

• Advertising displays or signs, imprinted novelty advertising items
worth no more than $4, and gifts costing up to $100 to employees for
length of service or safety achievement need not be counted.

Entertainment is normally deductible only if a substantial and bona fide
business discussion takes place either directly before or after.
• A holiday party primarily for employees is deductible without busi
ness being discussed even if some customers and prospects attend.
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Whatever you do, the key rule is document it. Detailed records should
show who, what, when, and how much—and be supported by receipts for
$25-or-over items and for anything else for which a receipt would nor
mally be available.

Investors

36. Capital gains and losses
Gains are either long-term if the capital asset has been held for more
than six months or short-term if held for six months or less.
This distinction is very important, since short-term gains are taxed at
the same rates as ordinary income. On the other hand, long-term capital
gains qualify for preferred treatment.
To aid in determining planning alternatives, estimate and combine
your long-term gains and long-term losses to arrive at “net long-term gain
or loss.” In a like manner estimate your “net short-term gain or loss.” If
(1) both classifications result in gains, the long-term capital gains receive
preferential tax treatment while the short-term capital gains are com
bined with your ordinary income.
(2) both classifications result in losses, you may offset up to $1,000 of
ordinary income by first using short-term loss $1 for $1 and then
long-term loss $2 for $1.
(3) one results in gain and the other in loss, deduct the loss from the gain,
leaving net long-term or short-term gain.
Always attempt to offset short-term gains with long-term losses.
• X has a short-term capital gain of $10,000 (subject to ordinary rates)
and has potential long-term capital gains of $10,000 and loss of
$10,000. By selling the loser this year, X will offset the short-term
capital gain (avoiding ordinary taxes) X then sells the long-term
winner in 1973, paying a tax of $2,500. By doing this X saves $2,500
between the two years if he is in the 50 percent tax bracket.

Watch timing of loss sales! We assume you make sure that your winners
are held for at least six months, but you may overlook the tax logic of
shedding the losers just short of the six-month mark. Short-term losses
can be used dollar for dollar to offset ordinary income (up to $1,000 per
year), whereas you need $2 of a long-term loss to offset $1 of ordinary
income. And, of course, short-term losses first offset short-term gains,
thus helping maximize the 50 percent long-term capital gain deduction.

37. Accelerating gain into 1972
An individual’s first $50,000 of long-term capital gains per year still
qualifies for the 25 percent alternative tax while on any excess the rate
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may be as high as 35 percent. If large gain is anticipated for 1973, while
you have substantially less than $50,000 of net long-term gain in 1972, you
may want to pull gain into 1972.

• An individual expects $500,000 of long-term capital gain in 1973. In
addition, another $50,000 of long-term gain could be realized in
either December 1972 or January 1973. No capital gain or loss
would otherwise be on the 1972 return. Taking the $50,000 in 1973
would cost $17,500. The tax on the $50,000 in 1972 would be
$12,500. A difference of a few days in timing could make a $5,000 tax
difference on a $50,000 gain!
38. Sell and repurchase
If you wish to shift gains into 1972 (for example, to use up an expiring
loss) but also wish to retain your stock holdings—sell your stock and
repurchase the same shares immediately. The “wash sale” provisions
apply only to losses, so you recognize your gain and still hold the same
shares with a higher basis. To do this with a loss, reinvestment must not
be made within 30 days of the loss sale.
39. Puts and calls
A call is an option giving the holder the right to buy from the issuer of
the option a specific number of shares of stock at a stipulated price within
a designated time. And a put, the opposite of a call, gives the holder the
right to sell a specific number of shares, etc. Calls at the market price for 6
months and 10 days generally cost from 15 percent to 18 percent of the
stock value, while puts run 13 percent to 18 percent.
How can puts and calls benefit you?
• If you have a substantial capital gain which you would like to realize

but you wish to defer recognizing until next year for tax purposes,
then buy a put on your stock, at the current market price, which

doesn’t expire until January. If the market keeps going up you don’t
exercise your put. If the market drops you exercise your put in
January and realize your gain less the cost of the put. (Note that a
similar result can be achieved with a short sale.)
• If you have a large capital gain which you wish to realize im
mediately in order to generate cash but you feel that more growth is
possible, then sell your stock and buy a call on the same stock as
close as possible to the price at which you just sold. If the market
goes up you can exercise your call and find yourself holding the
same winner. Or, if the stock drops, let the call expire and repur
chase the stock at its new reduced price. In either event, you realize
your gain and receive your cash (but are out the cost of the call).
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40. Small business investment company
In 1958 Congress enacted Sec. 1242 of the IRC which grants special
benefit to the stockholders of a “small business investment company”
(SBIC) operating under the Small Business Investment Act of 1958. Sec.
1242 says, in essence, that any loss sustained on SBIC stock shall be
treated as an ordinary loss.

• How to use it. Buy some SBIC stock and at the same time buy a put
option (the right to sell at a specified price) which expires sometime
next year. If the market goes up, then sell the put this year incurring
an ordinary loss, deductible against ordinary income, and retain the
SBIC stock until it qualifies as long-term or until you feel its growth
possibilities are exhausted. At that time, you will realize short-term
or long-term capital gains. On the other hand, If the SBIC stock
price drops, then sell the SBIC stock before the end of the year,
realizing an ordinary loss, regardless of your holding period, and sell
the put after year end but before it expires, realizing a short-term or
long-term capital gain.
41. Investing in commodities
Deferring gains or changing short-term gains into long-term gains is
available by using a long and a short position in the same commodity. The
price spread of the same commodity, for example, wheat, having two
different contract dates (May 1973 and June 1973) generally remains rela
tively constant. When May 1973 wheat drops in price, June 1973 wheat
will generally drop; and when May 1973 wheat goes up, so will June 1973
wheat. Based on this relatively constant relationship, short-term capital
gain can be either deferred or changed into long-term capital gain.

• You presently (Nov. 1972) have a $20,000 short-term capital gain
which will be taxed at ordinary rates of 55 percent resulting in a tax
of $11,000 and a net after-tax gain of $9,000. Take a long (purchase)
position in May 1973 wheat and a short (short sale) position in June
1973 wheat. You are now holding two groups of contracts having a
value of about $100,000 each. Since only a 10 percent margin is
required, this plan ties up only $20,000. Late in December, wheat
has dropped substantially and you show a $20,000 paper loss on your
long position and a $20,000 paper gain on your short position. You
sell your long position (May 1973 wheat) realizing a short-term loss
of $20,000 during the last few days of December. This offsets your
present $20,000 short-term capital gain. Then, during the first few
days of January, you sell your short position and realize a short-term
capital gain of $20,000. So far, gain has been deferred from 1972 and
1973.
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• By doing the same thing during 1973, if wheat increases, for exam
ple, selling the loser (short position) a day or so before holding it for
six months and selling the winner (long position) after you have held
it over six months, you can change short-term into long-term capital
gain. Changing short-term into long-term capital gain will result in a
tax savings of about $6,000 on a $20,000 gain which would otherwise
be taxed at 55 percent.
To convert short-term into long-term requires that the commodity rise;
but to defer short-term from 1972 to 1973 requires only that the commod
ity move. Therein lies the problem—to find a commodity which is volatile
enough to result in large fluctuations, but with a spread that remains
constant. (Note that our examples ignored commissions and interest lost
on capital tied up. But these can’t be ignored.)
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Work Paper Index—Individual
WORK PAPER
REFERENCE
GENERAL
---------------------1. Taxpayer questionnaire____________________________________
2. Interview/checklist________________________________________
3. Preparer’s notes__________________________________________

INCOME
1. Wages, salaries and other compensation______________________
2. Dividends_______________________________________________
3. Interest_________________________________________________
4. Business income (Schedule C)______________________________
5. Sale/exchange property (Schedule D or Form
4797)_________________________________________________
6. Pensions, rents, partnerships, etc. (Schedule E)________________
7. Farm income (Schedule F)_________________________________
8. Other income (prizes, alimony, etc.)_________________________
ADJUSTMENTS
1. Sick pay_________________________________________________
2. Moving expense__________________________________________
3. Employee business expense________________________________
4. Self-employed retirement plans_____________________________
DEDUCTIONS
1. Medical expenses------------------------------------------------------2. Taxes-------------------------------------------------------------------3. Contributions----------------------------------------------------------4. Interest_________________________________________________
5. Miscellaneous (casualty losses, child care, etc.)________________

TAX COMPUTATION
SPECIAL CREDITS
Page 2, Lines 56
------------------to 60, Form 1040-----------------------------------------------------------

OTHER TAXES
Page 2, Lines 62
------------------to 66, Form 1040____________________________________________
TAX PAYMENTS______________________________________________
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Individual Income Tax Return Interview/Checklist—1972

TAXPAYER____________________ INTERVIEWER________________

PREPARER___________________

PARTNER_____________________ REVIEWER___________________
The interview/checklist form should be used by the interviewer, pre
parer and reviewer. The preparer should complete this form before sub
mitting the tax return for review. Generally, a YES answer should be
accompanied by a “W/P Ref.” (work paper reference) number.
W/P

YES
(A) GENERAL

1. Have any of the following changed:
a) Marital status?----------------------------------------------b) Personal exemptions (age, blindness)?___________
c) Dependents?------------------------------------------------d) Filing status?-----------------------------------------------e) Mailing address?-------------------------------------------2. Does taxpayer have interest or authority over bank or
brokerage account in a foreign country?------------------3. Has taxpayer made gifts in excess of $3,000 to any one
person?-----------------------------------------------------------4. If taxpayer is over age 62, have we determined his
gross social security benefits?-------------------------------(B) INCOME

1. Salary, bonuses, other compensation
a) Are W-2s attached? (If not, explain)____________
b) Is there any excess FICA?------------------------------c) Were any amounts received for:

i) Sick pay?------------------------------------------------ii) Moving expenses?------------------------------------iii) Reimbursed business expenses?------------------2. Dividends
a) Were there any dividends reported in 1971 that
were not included in 1972?____________________
b) Have you verified taxability? (ordinary, capital
gain, nontaxable)------------------------------------------c) Is there any foreign dividend?-------------------------i) If yes, any foreign tax withheld?-------------------
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3. Interest
a) Was there any interest reported in 1971 that was
not included in 1972?
b) Is there any U.S. or municipal interest?__________
c) Is there purchased interest?_____________________
d) Did taxpayer acquire corporate bonds at discount? __
4. Sale or exchange of property
a) Did taxpayer sell of exchange (including involun
tary conversions):
i) Any securities?____________________________
ii) Business or rental property?_________________
iii) Personal residence?________________________
b) Are the following elections applicable:____________
i) Installment method?________________________
ii) Gain deferred—involuntary conversion?_______
iii) Gain deferred—sale of personal residence?_____
c) Are any of the transactions subject to:
i) Sec. 1250?________________________________
ii) Sec. 1245?________________________________
iii) Sec. 1231?________________________________
iv) Investment credit recapture?_________________
d) Have there been any adjustments to basis for:
i) Nontaxable dividends?______________________
ii) Wash sales?_______________________________
iii) Gift taxes?
e) Is there a capital loss carryforward?______________
f) Did any securities become worthless during the
year?_______________________________________
5. Other income
a) Did taxpayer receive any income from:
i) Sole proprietorship?________________________
ii) Partnership/estate/Sub-S corporation?__________
iii) Rents or royalties?_________________________
iv) Annuities/pensions?
(a) If yes, have we obtained copies of the W-2P
and IL-W-2P?__________________________
v) Prizes, awards, alimony, etc.?________________

(C) DEDUCTIONS
1. Medical expenses
a) Doctors, hospitals, lab fees?_____________________
b) Insurance premiums? (Including medicare pre
miums) ______________________________________
c) Transportation?________________________________
d) Eyeglasses, wheel chairs or other therapeutic
equipment?__________________________________
e) Insurance reimbursements?___________________ _
2. Contributions
a) Cash—including out-of-pocket?_____ ____________
b) Noncash?-----------------------------------------------------------c) Prior year’s carryover?_________________________
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d) Are any limitations applicable?
e) Transportation or other expenses incurred for a
charitable organization?________________________
3. Interest
a) Home mortgage or cooperative apartment?________
b) Installment interest/finance charges?_____________
c) Loans?_______________________________________
d) Does investment interest exceed $25,000?________
4. Taxes
a) Real estate?___________________________________
b) Gasoline tax?_________________________________
c) Sales tax on extraordinary purchases? ___ _ _____
d) Personal property?____________________________
e) State income tax?______________________________
I) State income tax refunds?______________________
5. Miscellaneous
a) Casualty loss in excess of $100?_________________
b) Unreimbursed business expenses?_______________
c) Moving expenses?_____________________________
i) If yes, have you considered expenses incident
to sale of former residence, e. g. broker’s com
missions?__________________________________
d) Investment expense, publications, safe deposit
box?_________________________________________
e) Child care expenses?__________________________
f) Political contributions?_________________________
(If yes, consider (D) 5(e).)

(D) TAX COMPUTATION, PAYMENTS AND CREDITS
1. Tax computation methods
a) Alternate tax?_________________________________
b) Income averaging?____________________________
c) Maximum tax?________________________________
d) Separate rather than joint returns?
2. Is the minimum tax applicable?____________________
3. Is there any investment credit recapture?___________
4. Is the self-employment tax applicable? -- ------------------5. Are any of the following credits available:
a) Retirement credit?____________________________
b) Investment credit?____________________________ _
c) Foreign tax credit?____________________________
d) Non-highway gasoline tax credit?-----------------------e) Political contributions?-------------------------------------6. Have all tax payments been scheduled in work papers?
a) Current withholding?--------------------------------------b) Current estimated payments?____________ _ _____
c) Prior year’s overpayment applied?_______________
d) Payment on extension request?--------------------------7. Has taxpayer underpaid current taxes by more than
20%?_______________________________________ _
a) If YES, is Form 2210 applicable?________________
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Illustration 5-7
(E) ILLINOIS
1. Have fair market values of capital assets sold been de
termined as of July 31, 1969? .. . ...
2. Were there any national hank dividends?

3. Did the taxpayer have any income allocable outside of
Illinois?

4. Was the taxpayer a resident of Illinois for the entire
year?
(F) THE FOLLOWING STEPS ARE MANDATORY:

1. Work paper index
2. Routing sheets
3. Footings:
a) Tax return
b) Supporting schedules
c) Work papers
d) Client prepared work papers
4. Examination of 1971 return for items
to be included in 1972

Prepared by:
Prepared by:
Performed
Performed
Performed
Performed

by:
by:
by:
by:

Performed by:
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Tax Working Papers

Many kinds of working paper techniques are used in connec
tion with the preparation of corporation and partnership returns,
and the Schedule C portions of individual returns. All of them are
adequate if they do the job.
This is, the key purposes of tax working papers are both to facil
itate tracing items that appear on the income tax return to their
source in the trial balance of the business, and to explain any
differences in treatment between the books and the tax return.
One way this can be done is to utilize a tax spread sheet. This
involves inserting the trial balance figures in the first column, with
credit figures being circled or bracketed. Columns are provided
for “tax adjustments,” which may contain such entries (self-bal
ancing, with the “plug” part of the entry going to retained earn
ings ) as: additional depreciation from repairs disallowed by IRS
for prior years; elimination of nondeductible expenses such as life
insurance premiums where the corporation is the beneficiary; ex
clusion of municipal bond interest from taxable income; and
prior-year carryovers of contribution deductions or capital losses.
Other than reclassification entries, every entry in the “tax ad
justments” columns will affect Schedule M. The columns across the
sheet are used to indicate the key tax return categories—income,
cost of goods sold, the various categories of deductions, Schedule
L, and Schedule M. A column may handle more than one specific
6-1

category of item through the use of a line designation. Thus, if
line 18 were interest and line 19 were contributions, the column
heading could contain “18 Interest” and "19 Contributions.” Each
entry in that column would also indicate the line number to
which it relates, and the total of the column would similarly be
broken down into two totals, one for each of the items.
In simple situations, it is often sufficient to take the working
trial balance and use two unused columns to the right of the final
figures appearing on the working trial balance as information col
umns dealing with tax return classification. The place on the tax
return where each item appears, and any subdivisions that are
made of it, should be indicated. Thus, a balance sheet item en
tered on line 6 of Schedule L would have the notation “L-6.” If
$485 of charitable contributions was deductible while another
$950 was not, there would be a notation that $485 went to the ap
propriate line on page 1 of the return, while the balance went to
the appropriate line on Schedule M.
The practitioner should number the pages of the working trial
balance if more than one page, and the lines of each page if the
working paper is not already numbered. Schedules supporting
each analyzed item in the working trial balance can then be
coded with the page and line number (for example, 1-23 to refer
to the account on line 23 of page 1 of the trial balance). If the
working papers are then filed with the trial balance sheets on top
and the analysis sheets in sequence underneath, the trial balance
functions as a table of contents to the supporting analytical
schedules.
When the return is audited, one can proceed from the item on
the return to the precise figure that was taken from the working
trial balance. Referring to the page and line number, it is then
possible to proceed to the analysis sheet which was prepared sup
porting that item. Usually, only if an analysis sheet was not pre
pared, or if the agent wants more information than is contained
in the analysis, is detailed reference to the client’s records neces
sary.
Perhaps a major oversight in preparing tax working papers is
failure to clarify the amount of earnings and profits for tax pur
poses. This figure often is referred to in connection with the tax
status of corporate distributions, possibility of a Sec. 333 liquida
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tion, exposure to the penalty for unreasonably accumulated earn
ings, and so forth. There seems to be the bland assumption that if
the figure that appears on the balance sheet is close enough to the
figure of earnings and profits for tax purposes no one need worry
about the difference. Or perhaps the assumption is that, if it
should ever be pertinent, all the prior tax returns can be re
viewed, the Schedule M items be used in arriving at an adjust
ment, and the earnings and profit figure thus determined. But this
seems too casual an approach, especially since Sec. 312(m) (pro
viding that the accelerated portion of depreciation does not re
duce earnings and profits) has become effective.
If the situation is so simple that the adjustment can be easily
made, then the amount of work required to maintain a running
record of the earnings and profits for tax purposes will be negli
gible. Such a record can be readily maintained by use of a fourcolumn work sheet. Two columns will deal with all adjustments
to retained earnings for the books and the other two columns will
contain all adjustments that affect earnings and profits for tax
purposes. All Schedule M items will appear on this work sheet,
and a running balance will be struck at the end of each year.
Example of Schedule M Work Sheet

Book Basis
Dr.
Cr.

Tax Basis
Cr.
Dr.

1973
Retained earnings (E&P)
1/1
Net income per books,
after tax
Taxable income (line 28),
& tax
Foreign tax credit
Tax exempt interest
Nontaxable property div
idend
Capital loss carryover
Excess accelerated depre
ciation

66,361
44,173

72,004

44,173
93

66,209

788

5,000
100

44,173

Retained earnings (E&P)
12/31

72,543

138,365
44,173
94,192

44,266

2,573
147,213
44,266
102,947
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Such a Schedule M work sheet is somewhat minimal. More
elaborate supporting or supplemental working papers may be
necessary if the tax basis of assets differs from their book basis,
as is usually the case where, for instance, accelerated depreciation
has been used. An excellent Bureau of National Affairs portfolio
deals with Schedule M and illustrates complex-situation working
papers, and explains their use.1
In the above illustration, book income and taxable income are
reconciled, and the other items may be reconciled as follows:
Taxable income, line 28
Add:
Tax exempt interest
Nontaxable property dividend
Capital loss carryover
Subtotal
Deduct:
Foreign tax credit
Income per books, before tax

$66,209
788
5,000
100
72,097
93
$72,004

The $100 capital loss carryover must be added back in arriving
at book income because it was a book loss in a prior year, and
therefore did not reduce book income of the current year even
though it reduced taxable income; the $93 foreign tax credit must
be deducted in the reconciliation because the tax was treated as
an expense for book purposes but was not treated as an expense
on the Form 1120. The $5,000 is the nontaxable portion of a
property dividend received by the corporation and represents
the difference between the fair market value of the property
received, which is the income amount picked up for book pur
poses, and the tax basis of the property to the paying corporation,
which is the measure of income and tax basis to the receiving
corporation. The $2573 excess of accelerated over straight-line
depreciation does not enter into the reconciliation of income
but is an adjustment to earnings and profits pursuant to Sec.
312(m), which will be reversed at that point in the future when

1 James W. Ristau, "Preparation and Use of Schedule M," Tax Management
Portfolio No. 31 (Washington, D.C.: Bureau of National Affairs, 1970).
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the depreciation difference turns around or the asset involved is
disposed of.
The work papers are the source of most information used in
dealing with the revenue agent in his examination of the tax
return. Adequate details should be included with respect to de
cisions on doubtful points that may be questioned by the agent.
In the case of audit clients, much time can be saved in the
preparation of the return if appropriate steps are taken during
the course of the audit to insure that all of the data required
for the return is available at the conclusion of the audit. The
“highlight” nature of the usual revenue agent’s examination
should be the guide in determining the extent of detail to be
included in the tax working papers. Every effort should be made
to avoid including data not likely to be needed.
In addition to the tax spread sheet previously discussed and
data supporting the specific items required in filling out the tax
return form, the audit and/or tax working papers should contain
the following data of a general nature:
1. A record of significant transactions during the year should
be included, such as descriptions of any large acquisitions or dis
positions of assets, redemptions of stock or securities previously
outstanding, acquisitions or liquidations of subsidiaries, withdraw
als of assets from a subsidary, changes in accounting methods, and
any other significant transactions that may require different treat
ment in the tax return from that accorded them on the books.

2. A complete set of the schedules and other attachments to
the completed return for the year (for use in preparation of the
return in the ensuing year) should be included either in the
work papers or with the office copy of the return, unless a com
puter service that provides pro formas is being used.
3. Where necessary, additional copies of applicable federal tax
return schedules should be prepared for use in preparing state
tax returns.

4. A permanent tax working paper file should be maintained.
This includes data compiled for purposes of preparation of the
tax return which will be of continuing interest in the preparation
of returns for subsequent years. The permanent file should also
include data of a general background nature, which will be of
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value not only for return preparation but for tax planning pur
poses. The data to be included in the permanent tax file would
include—

Organizational data, nature of business, subsidiaries, major
stockholders, abstracts of significant employment, pension,
purchase, sale, lease, option, etc., agreements.
b. Reconciliation of book income with taxable income for
prior years, as previously discussed.
c. Summary of revenue agent’s adjustments for prior years.
d. Summary of carryovers for tax purposes.
e. Summary of claims for refund, showing their status.
f. Years for which the statute of limitations has been extended
by waiver.
g. Summary of state income or franchise taxes and adjust
ments thereto by state authorities.
a.

Some firms have tax return information checklists. Illustration
6-1 sets forth a work paper covering client-furnished information
(in the area of both representations and actual schedules).

Working Paper Economics

Especially in handling smaller clients, every effort should be
made both to avoid duplication and rewriting, and to capture,
on a readily available basis, any information that might be useful
in the future. Depreciation schedules offer a good example of at
least two ways in which rewriting can be avoided and information
captured.
Taking the information capture aspect first, it is quite common
to find that, in preparing depreciation schedules on buildings, the
cost of the related land is omitted. After all, the land is not
depreciable. This omission can create problems in the year of
sale if detailed supporting records are not available. Much frus
trating digging may be needed to uncover the original documenta
tion and to deduce the portion of the original cost allocable to
the land. Simply inserting the amount allocated to the land on
the depreciation schedule each year, together with the date of
acquisition and an indication that no depreciation is being taken,
will keep the cost available on the record as the depreciation
schedules are carried forward from year to year.
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One way to avoid rewriting in handling depreciation schedules
is to utilize photocopy equipment so that the description of the
asset, acquisition date, original cost, estimated life, method, and
any other constant data may be transferred forward from year
to year. A schedule might have column headings like these.

1.
2.
3.
4.
5.
6.
7.
8.
9.
10.
11.
12.

Kind of property
Date acquired
Cost or basis to begin
Investment credit (memo)
Estimated salvage value
Basis for depreciation
Life (years)
Method used
Rate (percent)
Prior years’ depreciation
Sec. 179 depreciation
Regular depreciation

The last three columns should be covered by a blank sheet
when the schedule is photocopied. Thus, the carryforward infor
mation of columns 1 through 9 is reproduced with space provided
for the new information of the current year. Now only the cur
rent year’s acquisitions, the prior accumulated depreciation (col
umn 10), and the current year’s depreciation (columns 11 and
12) need be added.
Another approach to the same problem uses a fixed-asset laps
ing schedule. This is maintained as a permanent working paper,
with each year’s work simply being added. The returns filed show
only summary totals with the notation “Depreciation work sheets
in accountant’s files.” Columns are similar to those above through
column 10. There might then be two additional columns for each
year for about five years, with each set of columns showing, re
spectively, the current year’s depreciation and the reserve balance
at the end of the year. A 21-column working paper will handle

about six years. Practitioners who have utilized this approach do
not feel that it affects the likelihood of IRS audit.
To generalize somewhat from the foregoing two examples, the
time involved in handling the tax client can be cut, and the
chance of error reduced any time that the traditional separate
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work sheet analysis can be skipped and the work done either on
forms that are ready for reproduction or on a form that can be
used over a period of years (for example, an installment sale
collection schedule) with either photocopies or summary figures
accompanying the actual return.
If an outside computer service is being used to prepare busi
ness returns, consideration should be given to setting up the trial
balance data for all purposes on trial balance forms that can be
processed by the computer service without any required recopy
ing by the CPA firm. This may be disconcerting to the audit
people, since it will destroy the standardization and uniformity
of appearance of the audit working papers in the situations where
it is done, but the time saved may justify such “heretical” be
havior.
Checklists
The function of a checklist is to make certain that nothing is
overlooked. Therefore, checklists are best used after the return
has been prepared, while the facts regarding it are still fresh
in the preparer’s mind. Since the tax law and tax forms change
constantly, it is not feasible to prescribe a standard checklist.
Instead, new checklists should be prepared annually by the prac
titioner. Ideally, there would be separate checklists for each type
of taxpayer—corporate, partnership, tax-option corporation, fidu
ciary and individual. When a computer service is used, some
of the input sheets perform a checklist function, although the
need for a separate checklist is not thereby eliminated.
The rationale of a preparer’s checklist is that the best control
is still self-control. Thus, review can be thought of as commencing
at the level of preparation. The preparer completes a comprehen
sive questionnaire or checklist to accompany the return itself to
the actual reviewer. The alternatives are to require the question
naire on each return, which is extremely wasteful of time in many
instances, or to allow the questionnaire to be used more flexibly.
One approach that seems to have merit is to require that the
preparer complete the questionnaire on the first return of a par
ticular type (for example, Forms 1040, 1065, 1120, and 1120S)
that he has prepared in, say, six months, basically as an educa
tional refresher, but otherwise to require the questionnaire only
when the person in charge of the engagement deems it necessary
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because of the complexity of the engagement or the inexperience
of the preparer. Otherwise, the preparer should merely scan the
questionnaire to jog his memory.
Samples of questionnaires for preparer use are set forth as
Illustrations 6-2 (individual), 6-3 (corporation), and 6-4 (part
nership). A corporate checklist in narrative form is set forth in
Illustration 6-5.

Review
Every tax return prepared by a CPA should be reviewed by a
person other than the preparer. If an interviewer, a return drafter,
or any other staff member has questions in preparing a tax re
turn, they should be called to the attention of the tax reviewer.
It is then the responsibility of the tax reviewer to provide answers
to questions or solutions to the tax problems presented, calling
on the expertise of others in the firm whenever it is deemed ap
propriate. A second responsibility of the tax reviewer is to en
force quality standards with respect to each tax return regarding
collection, assembly, and reporting of data, and to ascertain that
there are no mathematical errors and that the return is neatly
prepared and professional looking.
The review of an income tax return by a tax reviewer is almost
as broad in scope as, say, a review of the tax accrual for a pub
licly held company. For example, in reviewing a corporate in
come tax return, a tax reviewer might be expected to conduct
the following tests:
1. Review permanent file data pertaining to the return.
2. Read all working paper references to corporate minutes that
concern the tax return.
3. Review revenue agents’ reports for the last three years to
ascertain that proper adjustments have been made.
4. Spot-check—
a. Tax return work sheet and assembly sheet.2
b. Annual report (if available), particularly the comments.

2 The assembly sheet is a preprinted form showing the sequence in which
the tax return pages appear, usually checked off as to which pages appear
as part of a specific return.
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5. Review reconciliation of net income per books and per return.
6. Ascertain that all items of income and deductions are prop
erly reported, including operating loss and capital loss carry
over.
7. Review answers to questions on the return.
8. Survey the return as an IRS examiner would.
9. Determine whether the corporation—
a. Is a personal holding company.
b. May be subject to Sec. 531 penalty.
10. Inquire into sales, exchanges, and involuntary conversions of
capital assets.
11. Scrutinize Schedules M-1 and M-2.
12. Review work paper schedules of surplus account, miscellane
ous income, miscellaneous expenses, and profit and loss ac
count.
13. Compare return with prior year’s return for questionable
variations.
14. Spot-check items appearing in more than one place on the
return:
a. Inventory in balance sheet and cost of goods schedule.
b. Depreciation reserve in balance sheet and in depreciation
schedule.
c. Bad debts reserve in balance sheet and in bad debt
schedule.
15. Spot-check carryover of prior year’s balance sheet.
16. Inspect comments by reviewer of prior year’s return.
17. Check tax calculations and data on instruction sheet.
18. Examine any accompanying questionnaire, and clear all ex
ceptions on a comment sheet.
19. Ascertain that all special deductions, such as dividends-re
ceived deductions, have been taken and that the capital
gains and losses have been properly reported.
20. Search for inadvertent changes in accounting methods, de
preciation rates, nondeductible accruals.
21. Review audit report exceptions and consider the import of
notes to the audited financial statements.
22. Review the return as a whole for general appearance, presen
tation of the required information, and completeness. See that
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all the required inserts and schedules are present, including
special statements, and that forms required to make elections
effective are attached.
23. Note any tax planning suggestions or caveats that should be
communicated to the client, and advise the person who
maintains the client contact.
24. Initial the routing slip.
A more detailed review checklist is set forth in Illustration
6-6 (individual return).
The tax reviewer should not undertake any time-consuming
research without conferring with the client contact. If the review
sheet contains an exception that the tax reviewer cannot (1)
“pass,” (2) change, or (3) provide an answer for, such exception
should be referred to the client contact. If the exception cannot
be resolved, then advice should be obtained from the proper
authority (usually a tax partner or the partner-in-charge of the
office).
Preparation of a tax return also involves client communications.
Before signing any tax return, the client should be specifically
informed about the treatment of items on the return that may be
subject to challenge by the IRS. The return preparer may initiate
a tax-controversy-potential work sheet (see chapter 8 and Illus
tration 8-1) as a part of the preparation process, and the reviewer
should add to it any items that he runs across in the process of
his work.
The preparation of a tax return is the first step in an advocacy
proceeding and not the last step of an independent audit. This
philosophy should underlie the CPA’s approach in reviewing
returns.
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Illustrations for Chapter 6
Page
6-1

6-2

6-3

6-4

6-5

6-6

Tax Return Information to Be Furnished by Corpo
rate Client

6-15

Return Preparer’s Questionnaire for Individual Tax
Returns

6-20

Return Preparer's Questionnaire for Corporate Tax
Returns

6-27

Return Preparer’s Questionnaire for Partnership Tax
Returns

6-38

Narrative Style Questionnaire for Corporate Tax
Returns

6-43

Checklist for Reviewer of Individual Income Tax
Return

6-50
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Illustration 6-1 Tax Return Information
to Be Furnished by Corporate Client

Part I—Checklist of Information Needed From
Client Representative for Income Tax Return
Client_________________________________________ Period________
Date Rec’d

Rep. & Title

Question

Answer

1. Was deduction claimed for expenses con
nected with—
a. Entertainment facility (boat, resort)?
_______
b. Living accommodations (except for em
ployees on business)?
_______
c. Employees’ families at conventions or
meetings?
_______
d. Employee or family vacations not re
ported on Form W-2?
_______
2. Was company liable for filing Forms 1096
and 1099 or 1087?
_______
If so, where filed?
_______
3. Was company liable for filing Forms 3921
(stock option exercise) and/or Forms 3922
(disposition of option stock)?
_______
If so, when and where filed?
_______

4. Have there been any disqualifying disposi
tions by employees of option stock?
_______
If so, show amount of company deduction. $______
Also location in working papers of details. _______
5. Have any political contributions been ex
pensed?
_______
If so, determine amounts for Schedule M of
tax return.
$______
6. Has company ever declared a stock div.?

_______

7. Have waivers been signed extending the
time within which tax assessments can be
made?
_______
If so, indicate years:
federal
_______
California
_______
______________________ (Other states) _______
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Part II—Checklist of Tax Items to be
Supplied by Client During Audit
Client_________________________________________ Period_________
Date
Requested Received

Requested
From
By

1. Pension, profit sharing, etc. plans
(Forms 4848 and 4849: References below
are to Form 4848 unless otherwise
indicated).1
a. First year:
(1) Information requested in Part I,
Items 1 and 2;
Schedule A, Items 1-4 and 12-25.
(2) Original past service base for
pension plans (Schedule A, Part
III, Subpart G, Item 1).
b. When plan is changed:
(1) Information requested in
Schedule A, Part I, Items 5-6
and in (a) above.
c. Every year:
(1) Balance sheet (book values re
quired plus the market value of
total assets) and statement of re
ceipts and disbursements.
Note: This data is required for
Form 4849. Employer is re
quired to file Form 4849 unless
the fiduciary has agreed in writ
ing with employer to file Form
4849 with his Form 990-P re
turn.
(2) Information on covered and ex
cluded employees (Part I, Item
5; Schedule A, Part I, Item 11).
(3) Information on compensation of
covered and excluded employees
(Part I, Item 5).
1Obtain copy of forms from tax department and
have available at time of discussion with client.
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Illustration 6-1
Date
Requested Received

Requested
From
By

(4) Details of contributions (Part I,
Item 7(a); Schedule A, Part I,
Item 10).
(5) Limitation of contributions. This
information can usually be ob
tained from insurance companies
or actuaries in connection with
annuity or similar plans.
Overlapping Pension and
Profit-Sharing Plans (Part II);
Pension Plans (Schedule A, Part
III, Subparts D, E and G).
(6) Actuarial data (Schedule A, Part
III, Subpart A).
(7) Information on forfeitures. Pen
sion Plans (Schedule A, Part III,
Subpart C, Item 1); ProfitSharing Plans (Schedule A, Part
I, Item 8).
(8) If contributions are used to pay
life insurance on employees
(Schedule A, Part I, Item 9).
(9) Plan curtailment or termination
(Part I, Item 6; Schedule A, Part
I, Item 7).
(10) If the plan is not a qualified plan
(Schedule A, Part IV).
(11) Obtain data for Form 990-P, in
cluding Schedule A thereof, if we
are to prepare this return for the
trustee of the employees’ trust.
(12) If the plan is a Keogh Plan (plan
of a sole proprietor or partner
ship), see Part I; Schedule A,
Part I, Item 11; Schedule K.
2. Other employee benefits:
(a) Type of coverage.
(b) No. of employees, no. covered?
(c) Methods of financing.
(d) Employee contributions.
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Illustration 6-1
Date
Requested Received

Requested
From

3. Foreign affiliates—Forms 2952 and 3646:
(a) Intercompany transactions.
(b) Changes of address, resident agent,
etc.
(c) Balance sheets, income statements,
etc.

4. If there has been a liquidation, organiza
tion, reorganization, or other acquisition
or disposition, obtain five copies of all
pertinent documents. (If necessary,
check with assigned tax man to find out
what is required.)
5. Officers’ salaries, etc.
(a) Obtain listing of officers’:
(1) Names and addresses (spelling)
and Social Security numbers.
(2) Official titles.
(3) Time devoted to business.
(4) Stock ownership.
(5) Salaries.
(6) Expense account allowance
(required only for 25 highest
paid where total salary and al
lowance is $10,000 or more).

6. Officers’ life insurance
(a) Details for Schedule M

7. State taxes—allocation2
If income is allocated to more than one
State, obtain required allocation infor
mation (usually property, payroll and
sales); check for other requirements by
reviewing appropriate state returns and
instruction sheets.

2Details of allocation data are to be retained in the
audit tax file.
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Illustration 6-1
Date
Requested Received

Requested
From
By

8. Dollar amount of renegotiable sales for
the taxable period.
9. Record of federal tax deposits (Form 503)
(include extension payment):

Serial No.

Deposit
Date

Amount
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Illustration 6-2 Return Preparer's Question
naire for Individual Tax Returns

Individual Income Tax Return
Preparer’s Questionnaire
(To be prepared and submitted for review with either Form 1040 or
computer interview sheet when directed by partner/manager in charge of
engagement)

(All Questions Must Be Answered)

Taxpayer(s)___________________________________

Client

,

Prepared:_____________________________________

Date

.

Reviewed:____________________________________

Date__________

Section A (Any question answered NO should be explained in Section
B—Comments) (To be completed by Interviewer)
YES

1. Was permanent ITR data sheet prepared or up
dated?

2. Was federal return filed for preceding year?
3. Were state and/or local returns filed for preceding
year?
4. Do we have copies of preceding year’s income tax
returns?
5. Have you reviewed the status of exemptions with
the taxpayer(s) to determine:

a. Number and names of dependents?
b. That dependent children, if married, did not
file joint return?
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NO

N/A

Illustration 6-2
YES

NO

N/A

c. That dependent children with income in ex
cess of $750 were under 19 or full-time stu
dents?
d. That taxpayer(s) provided more than 50 per
cent of dependents’ support or is entitled to
exemption because of multiple support agree
ment (Form 2120)?

e. If taxpayer is head of household does such
status exist for:
1) Federal return?

2) State and/or local returns?
f. That taxpayer, divorced or separated from
other parent of child(ren) claimed as
dependent(s), meets support tests of Sec.
153(c)?

6. As to gifts totaling more than $3,000 per donee (or
of any amount of future interests):
a. Was taxpayer(s) questioned?
b. If applicable, was gift tax retum(s) prepared?

7. Is taxpayer’s name and social security number on
bottom of every page and all schedules and at
tachments?
8. Was applicability of income averaging tested, in
come submitted to computer service, or reason
for not averaging noted in file?
9. Income sources:

a. Wages and salaries checked to W-2 forms?
b. Interest income checked to Forms 1099?

6-21

Illustration 6-2
YES

c. Dividend income checked to Forms 1099 or to
a dividend service in order to segregate nontaxable and capital gain portions?

d. Is explanation present on securities and/or ren
tal properties on which income was reported
on prior year’s return but for which neither
income nor a Schedule D transaction is re
ported this year?
e. Security transactions checked against any
broker’s advices, etc.?
f. Income from estates and trusts checked against
Forms 1041 or formal notification from trustee
or executor?

g. Partnership income, deductions, and credits
checked to Form 1065 or formal notification?
h. Subchapter S income, deductions, and credits
checked to Form 1120S or formal notification?

i. If bonds were purchased/sold, has accrued in
terest been segregated from purchase/sale
price?

j. If bonds were owned during year, was possibil
ity of taxable orig. issue discount considered?
k. Checked receipt of stock or other property
subject to restriction, received as compensa
tion for services during year, whether income
must be reported or deferred due to restriction
on property transfer or risk of forfeiture?
l. If restricted stock or other property received
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NO

N/A

Illustration 6-2
YES

NO

N/A

m. Has preparer checked the basis for computing
the taxable portion of pension and annuity
payments received other than by reference to
Form 1099?
n. Schedule C income and self-employment data
(Schedule SE) checked to work papers and
source documents?

o. Has alimony income been segregated from
child support payments?
10. If applicable, have you verified proper tax treat
ment if taxpayer:
a. Sustained any losses from sales or worthless
ness of stocks which may qualify for special
treatment as:
1) Sec. 1244 stock?

2) SBIC stock?
b. Purchased or sold any property in a transaction
to which imputed interest is applicable?

c. Had income from employer-paid life insur
ance?

1) Group?
2) Split-dollar or ordinary life?

3) Pension or profit plans purchase?
d. Received or disposed of stock option(s)?

e. Is disposed-of property eligible for election to
report under installment method?

f. Is disposed-of property subject to depreciation
or investment credit recapture?

6-23

Illustration 6-2
YES

11. If charitable contributions exceed 20 percent of
adjusted gross income, has an analysis been made
of possible application of 30 percent/50 percent
limitations?
12. Have appropriate forms and schedules been pre
pared or obtained if taxpayer is entitled to:

a. Sick pay exclusion (Form 2440)?
b. Net operating loss carryover?

c. Capital loss carryover?

d. Deduction for moving expense (Form 3903)?

e. Deduction of expenses in connection with em
ployment in excess of amounts reimbursed?
f. Deduction for charitable contributions in
kind?

g. Deduction for nonreimbursed expenses incur
red for charitable organizations (Subject to 20
percent limitation)?
h. Contribution carryover?
i. Deduction for child-care expense (Form
2441)?
j. Deduction for alimony paid?

k. Deduction for payment to pension or profit
sharing trust, and so forth (Form 4848)?

l. Investment credit or investment credit car
ryover?

m. Credit for nonhighway federal gasoline tax
(Form 4136)?
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YES

NO

N/A

n. Credit for tax paid by regulated investment
company (Form(s) 2439)?

o. Foreign tax credit (Form 1116 and supporting
documentation)?
p. Retirement income credit?

13. Have appropriate forms and schedules been pre
pared if client:
a. Sold residence (Form 2119)?

b. Is eligible for investment credit or is subject to
investment credit recapture (Forms 3468 or
4255)?
c. Has items of tax preference in excess of
$15,000? (Include tax preference items from
partnerships, etc., Form 4625).

d. Is required to file Form 2210 for underpay
ment of estimated tax for any installment due
date? (Even though penalty does not apply be
cause of exceptions.)
14. Have you checked whether estimated tax pay
ments (including Jan. 1971 payment), prior year’s
overpayments, income tax withheld and excess
FICA have been properly reflected?

15. Have you considered:
a. Filing separate returns for married taxpayers?
b. Switching from accelerated to straight-line de
preciation to reduce tax preference items?

c. Different elections for state and federal pur
poses?
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NO

N/A

16. If required, have Forms 1099 or 1087 been pre
pared?
17. If taxpayer had income earned abroad, have you
considered possibility of excluding such income
(Form 2555)?
18. If taxpayer owned an interest in a “controlled
foreign corporation” (as defined in Sec. 957), have
Forms 2952 and 3646 been prepared?

Section B—Comments (Attach schedule if additional space required.)

ITEM

Section C—Comments for Subsequent Returns

(S.T. $_________ )
(L.T. $_________ )
Contribution carryovers_____ Capital loss carryover (L.T.* $_________ )

Net operating loss carryover $_______
Investment credit carryover $_______
Minimum tax preference carryover $_______

*Pre-1970 losses.
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Return Preparer’s Questionnaire
for Corporate Tax Returns

Corporate Tax Return Preparer’s Questionnaire
(To be prepared and submitted for review with Forms 1120 and 1120S
when directed by partner/manager in charge of engagement—otherwise
to be used as a reminder list)
Taxpayer___________________________ Year________Client No._____

I.D. #_________________________

Prepared by____________________________________ Date__________
Reviewed by___________________________________ Date__________
General

YES

NO

N/A

1. Has corporate name and address, including the
county, been checked?

2. Has the business code number been checked
against the current year’s instruction sheet?
3. Is the employer identification number on every
page and on all attachments and schedules?
4. If this is an initial or final return, has it been
appropriately marked at the top of page 1?
5. If this is a short period, a special year-end or fiscal
year return, have the appropriate dates been in
serted?

6. If the taxable year end indicates that this return is
on extension, is a copy of Form 7004 attached? Is
a copy of any approved second extension at
tached?
7. If this is a first-year return, has an election been
made to amortize organization expense and a
form prepared to support the deduction on line
21, page 1?
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YES

8. If this is a personal holding company, has Form
1120 PH been prepared, even though no tax lia
bility may be indicated?

9. Have loans to and from stockholders been segre
gated in the balance sheet?
Common-Sense Cross-Checking and Verification
10. Do total assets on page 1 agree with Schedule L,
column (D)?
11. Does the cost of goods sold on page 1 agree with
Schedule A, line 7?
12. If dividends are reported on line 4, page 1, have
they been properly analyzed and listed on lines
1-10, Schedule C? Has Schedule I been properly
completed?
13. Does the amount of officers’ compensation on line
12, page 1, agree with Schedule E?
14. Does the amount of bad debts on line 15, page 1,
agree with column 4 for the current year on
Schedule F if the reserve method applies?
15. If the contributions deduction is limited to 5% of
taxable income on line 28 after adjusting con
tributions and losses, are the limitations correctly
computed?
16. Does the deduction for a pension or profit sharing
plan on line 25(a), page 1, agree with the
amount(s) on page 1, Form(s) 2950?

17. Does depreciation on line 21, page 1, agree with
depreciation on line 4, Schedule G?
18. Does the amount of special deductions on line
29(b), page 1, agree with line 7, Schedule I?
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YES

NO

N/A

19. If an NOL deduction is claimed on line 29(a),
page 1, does it agree with the amount in question
L arising from preceding years? If not, why not?

20. Does (a) taxable income on line 30, page 1, agree
with line 1, Schedule J, and (b) taxable income on
line 28, page 1, agree with line 10, Schedule
M-1?
21. If the taxable income on line 30, page 1, is suffi
cient in amount to indicate a need for estimated
tax payments for the subsequent taxable year con
sidering the corporation’s tax credits, have the
1120W and the client notification letter been
prepared?
22. Does the total tax on line 31, page 1, agree with
the total tax on line 13, Schedule J?

23. Have all tax deposits and credits been claimed on
line 32, page 1, including amounts deposited at
the time requests for extension were filed? Com
pare tax deposits claimed on line 32 with amounts
recorded on Schedule K, page 3 and be certain
that all deposits have been listed on Schedule K.
24. Do opening and closing inventory balances on
Schedules A and L agree?
25. Do other costs per Schedule A agree with the
supporting schedule attached?
26. Were the inventory questions in Schedule A an
swered?

27. Has all required information been furnished on
Schedule E?
28. Are the notes and accounts receivable outstand
ing at the end of the year, per Schedules F and L,
in agreement?
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29. Are the bad debt reserves at the beginning and
end of the year, per Schedules F and L, in
agreement? (Refer to the last two lines in column
7, Schedule F. Note that book and tax reserve
amounts may not agree.)
30. Has all other required information been fur
nished on Schedule F?
31. Are the fixed asset and depreciation reserve bal
ances on the supporting depreciation schedule in
agreement with the balances on line 9, Schedule
L? If not, have the differences been reconciled on
the Schedule or line on the supporting deprecia
tion schedules? See also previous question no. 17
(depreciation deduction).

32. If the taxpayer deducts additional first-year de
preciation, is it separately stated on Schedule G?
33. Has Schedule H, summary of depreciation, been
completed?

34. If ADR is being used, is Form 4832 attached?
35. Has Schedule I been reviewed, paying particular
attention to computation of the limitation on the
dividends-received deduction?

36. Refer to question 9(n), above, and review answers
to controlled-group questions. Determine that
the surtax exemption on fine 2 and the penalty tax
on line 4(c), Schedule J are handled consistently
with the answers to 9(n). If done, indicate.
37. Have all schedules been footed and do they agree
with the returns?
38. Are all required supporting schedules for
amounts on page 1 attached?
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YES

NO

N/A

39. Do the amounts on the return schedules and any
attached exhibits agree with the amounts on the
return?

40. If this is a fiscal year corporation, have all applica
ble fiscal year computations been made?
41. Does the amount of foreign tax credit on line 6,
Schedule J, agree with the amount on Form
1118? Review Form 1118, paying particular at
tention to proper handling of the “per country” or
“overall” election and computation of the limita
tion on the credit. Watch for carryovers to this
year. If there is an unusual credit due to the limi
tation, consider a claim for refund due to car
ryback. Consider carefully the allocation of ex
penses under Secs. 862 and 863.

42. Does the amount of investment credit on line 8,
Schedule J, agree with the amount per Form
3468? Review the limitation section of Form
3468. Be certain that amounts on fines 6 and 7
agree with the schedules from which they were
taken. Determine that affiliated group limitations
have been handled properly.
43. Does the amount of any investment credit recap
ture which appears on fine 11, Schedule J, agree
with the amount which appears on Form 4255?

44. Does the total tax on fine 13, Schedule J, agree
with fine 31, page 1?
45. a)

Does the amount of taxable income for the
prior year in question K, page 3, indicate that
estimated tax payments should have been
made for the current year? If so, have such
payments been reflected in Schedule K and
on fine 32(b), page 1?
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b)

If actual payments of estimated tax indicate
an underpayment, has Form 2220 been pre
pared even though no penalty is due because
of the exceptions?

46. Have you compared the percentage of stock own
ership in Schedule E with the answer to question
H(2)?

47. Have you determined that all questions on page 3
have been answered?
48. Have all required disclosures regarding balance
sheet items on Schedule L been made?

49. Have you compared opening and closing retained
earnings balances per Schedule L with opening
and closing balances per Schedule M-2?
50. Have you compared net income per books in
Schedule M-1 with net income per books in
Schedule M-2?
51. Have you determined that the excess of capital
losses over capital gains per Schedule M-1 agrees
with Schedule D?

52. Determine whether the balance sheet reflects
cash surrender value of life insurance as an asset.
If so, is there an appropriate item on Schedule
M-1?
53. Does the difference in depreciation between
book and tax amounts reflected on Schedule M-1
agree with the amount on the supporting depre
ciation schedule attached?

54. Have all Schedule M-1 items been reflected in
such schedule? If so, have they been appro
priately described?
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NO

N/A

55. In any supporting depreciation schedule, were
dispositions of depreciable property properly re
flected in Parts I and II of Schedule D? Were
dates of acquisition reviewed in conjunction with
computations of recapture income?

56. Are any Sec. 1231 gains and losses properly re
flected in Part III, Schedule D?
57. Have you reviewed dispositions reflected in Part
II, Schedule D for propriety of treatment? Items
commonly included in this part are dispositions of
depreciable property held six months or less, the
net loss from disposition of Sec. 1231 assets.
58. Determine that a net capital loss is not brought
forward to the summary in Part III, Schedule D.
If a net capital loss is sustained in a taxable year
beginning after 1969, has a carryback refund
claim been prepared if capital gains were paid in
three prior years?

59. Has the unused capital loss carryover from the
prior year been picked up on line 2, Part I,
Schedule D?
60. If a net long-term capital gain is reflected on line
11, Part III, Schedule D, determine whether the
alternative tax computation in Part IV is applica
ble. If so, has the alternative tax been computed
and carried forward to line 5(a), Schedule J?

61. If the alternative tax computation in Part IV,
Schedule D, is applicable, review computation of
the capital gains tax preference and determine
that it is reflected on line 9, Form 4626.

62. Review asset additions per depreciation schedule
with respect to availability of investment credit,
additional first-year depreciation, and selection of
depreciation method. Should accelerated depre
ciation have been elected to defer tax, on a
Schedule M basis if necessary?
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63. If the depreciation schedule includes accelerated
depreciation on real property, determine if accel
erated depreciation tax preference is properly
computed and reflected on line 2, Form 4626.

64. If additional first-year depreciation has been
claimed, have the appropriate additions to the
reserve balances been footnoted on the deprecia
tion schedule to so indicate, and have the
amounts been traced and compared with working
paper schedules for depreciation?
65. Review asset and reserve balance dispositions
with respect to recapture of investment credit,
possible trade-ins, and consistency with disposi
tions on Schedule D.
66. Has Form 4848 (and possibly Sched. A, Forms
4848 and 4849) been prepared properly? Are the
limitations correctly computed? If not attached,
indicate who will prepare and attach to return.
How about payment of any accrued liability?

67. Has Form 990-P been prepared for filing? (If not,
indicate who will prepare it.)
68. Review Form 3468 for computation of investment
credit. Were carryover credits from prior years
included on line 4? Was the investment credit
carryover limit correctly computed?
69. Is Form 4626, tax preferences, completed?

70. Compare the amount deducted for state taxes
with the amount of tax payable on the state re
turns. Explain any significant variances. (Not ap
plicable to California.)
71. Review the descriptions for items of other in
come, contributions, assets, liabilities and other
deductions on the supporting schedules attached.
Has any item been inappropriately described?
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NO

N/A

72. Review the names of the charities listed on the
attached schedule of contributions. Were all
amounts paid to what appear to be qualified
charities?
73. Are all attachments properly accounted for?

74. If any accrued liability, such as salary or interest,
was payable to related taxpayer, was client
notified in writing of the tax impact of failing to
pay within 2½ months?
75. If any adjustments were made by a revenue
agents’ report, have the adjustments been made
so they are reflected in this return?
76. Did you make proper cross-references on tax re
turn so that numbers can be traced to the audit
working papers or client’s working papers?
Operating Loss

77. If a net operating loss deduction is claimed, have
you prepared proper supporting schedules?
78. If line 30, page 1, reflects a loss, has Form 1139
(tentative carryback application) been prepared
for net operating loss carrybacks?
Liquidation

79. If the corporation is in the process of liquidation
and dissolution,
a) Was a Form 966 timely filed within 30 days?
b) Have Forms 1099 been filed to report dis
tributions?

80. If the benefits of Secs. 333 or 337 are being
sought, have you checked to make sure that the
requirements of the appropriate section are being
met and that the file adequately documents that
they are being met?
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Subchapter S Corporation (Form 1120S)
81. If a Subchapter S corporation,

a)

Have any changes in shareholders taken
place during the year? If yes, were proper
new shareholders’ consents filed?

b)

Has the proper schedule been prepared indi
cating investment credit distribution?

c)

Have the Subchapter S corporation’s losses
exceeded the total of the capital stock and
loans from shareholders?

d)

Have distributions in excess of the current
year’s income been allocated to the proper
column on the tax return?

e)

Have the stockholders been advised as to the
amount of income or loss, etc., to be reported
on their individual returns? (Use distribution
schedule.)

f)

Were there any distributions of money to
shareholders within two and a half months
after the close of prior year?

Controlled Corporation Groups (to be answered if this
corporation is a component member of a controlled
group of corporations)

82. a)

Have the proper answers been supplied to
the questions regarding whether a corpora
tion is a member of a controlled group?

b)

Have the proper elections been made under
Secs. 1561 or 1562? If the elections have not
been made, has a followup memorandum
been made regarding any required election?
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83. If this is the first year for which the election is in
effect, is the necessary consent attached to the tax
return?
84. If a multiple surtax election is not in effect,
a)

Is the consent to apportion the one surtax
exemption attached to the tax return?

b) Is an election in effect, or will it be filed for
the group to take the 100 percent dividendsreceived deduction for intercompany div
idends?

85. Was a consolidated return filed for the prior year?
If yes, the current-year return may also have to
be on a consolidated basis.
86. If this is a consolidated return, have the income
and balance sheet schedules been included for
each corporation in the consolidated group? If so,
Forms 851 and 1122 should be prepared where
required. Has tax reviewer been consulted for
possible elections?
Miscellaneous

87. Have all changes in retained earnings’ reserves
and capital accounts been analyzed?

(Note Additional Comments on Separate Sheet)
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naire for Partnership Tax Returns

Partnership Tax Return Review Procedures Guide
In addition to the normal financial information provided by audit,
please supply the following additional data.
1. Page 1 data—note any change of address, date business commenced
or terminated (if during the year).
2. Partnership transactions other than regular nature of business (for
example, new partner coming in) or partnership dealings with part
ners or related members.
3. Note any changes in partnership agreement.
4. Page 3 data—filing of Form 1099; family relationship of partners; and
other questions as to deductions for recreation, vacations, etc.

5. Note all information about Keogh Plan, if in existence.
6. Note all information concerning acquisitions of property so as to be
able to compute investment credit.
7. Does the client claim the additional 20 percent first-year depreciation
allowance.
8. Note all information concerning sales of capital assets or sales of assets
under Secs. 1231, 1245 or 1250. Is there sufficient information to
compute investment credit or depreciation recapture?

9. Note any expense account allowances.

10. Note any other unusual items or inconsistencies from the previous
year.

6-38

Illustration 6-4

Partnership Tax Return Review Sheet
(To be prepared and submitted for review with Form 1065)

Taxpayer___________________________ Year_______ Client No._____
I.D. No._______________________

Prepared by____________________________________ Date__________
Reviewed by____________________________________ Date______ ___

General

YES

NO

N/A

1. Do we have a copy of the partnership agreement
or a notation in our files explaining why we think
this is a partnership for federal income tax pur
poses and where authority for the distribution of
gain or loss originates?

2. If there have been any transfers of partnership
interests during the year, has the election under
Sec. 754 to adjust basis been indicated to client?
3. Is taxpayer’s name and identification number on
every page and on all attachments and schedules?
4. Do inventory balances in Schedules A and L
agree?
5. Are the notes and accounts receivable outstand
ing and the bad debt reserves at the end of the
year per Schedules H and L in agreement?

6. Have the fixed asset and depreciation accumula
tion balances in Schedules J and L been recon
ciled?
7. Have all supporting schedules been footed and do
they agree with the return?
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Fixed Assets, Depreciation and Amortization

8. Has property depreciated under different
methods been segregated on Schedule J?
9. (a) Is first-year special depreciation deduction
specifically set out on the tax return
(Schedule J, line 1)?
(b) If ADR is being used, is Form 4832 attached?
(c) If the Guidelines Class Life System is being
used for pre-1971 assets, is Form 5006 at
tached?
10. Investment credit (Form 3468)

a)

Has Schedule K been completed for invest
ment credit including leased property, if
any?

b) Were any assets disposed of during the year
that require recapture of credit previously
taken? If so, attach schedule showing alloca
tion of recapture by partners.
c)

Has the $50,000 limitation on used property
been exceeded?

Capital Gains and Losses
11. Has gain on sale of Sec. 1231 property been ap
portioned between capital gain and ordinary gain
on the basis of the depreciation recapture provi
sions of Secs. 1245 and 1250?
12. If the partnership sold any securities at a loss dur
ing the year and purchased substantially identical
securities within 30 days before or after the date
of sale, have you eliminated the loss?
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NO

N/A

Tax Preferences
13. Have tax preference items been segregated and
listed on the appropriate line (Schedule K, line 15
(a) through (h)?
Imputed Interest

14. Did the taxpayer purchase or sell any capital asset
or Sec. 1231 asset for more than $3,000 under a
contract under which some or all of the payments
are due more than one year after the date of the
transaction and which provides for interest of less
than 4 percent?
Schedule M

15. Do column 1 and column 7 totals agree with line
19 of Schedule L?

16. Does column 3 agree with column 4 of Schedule
K and in total with line 27 of page 1?
17. Have we reconciled income per books with taxa
ble income?

Tax Examinations
18. What was the latest return of this partnership to
be examined by the IRS?
19. What years were included in the revenue agent’s
report?

20. If any of the adjustments made in the latest rev
enue agent’s report affect the current year’s in
come or deductions, have they been reflected in
the return?
21. Is a summary or a copy of the latest revenue
agent’s report in the work papers?
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Miscellaneous

22. Have transactions between related parties, if any,
been reviewed to determine propriety for tax
purposes?
23. Can the tax return figures be readily traced to
their sources in the working papers?
24. Have you prepared schedules of distributive in
come and credits (both internal and external) as
required?
25. a)

Have any unpaid accrued expenses to a “per
son” related to a partner not been paid within
75 days after the close of the taxable year?

b) If not paid, has the client been advised in
writing to pay?

26. If there is a pension or a profit sharing plan:
a)

Do we have copies of any amendments to the
plan effective during the year?

b) Have the computations of the amount to be
contributed been checked?

c)

Do we have all the information required to
prepare Forms 990-P and 4848, 4848
Schedule A, and 4849?

d) Has client been advised in writing of date by
which any accrued liability must be paid?

27. Were the necessary state and city tax returns duly
filed by the partnership?
28. Has procedure been established for proper dis
tribution of partnership returns to each partner
(both client and nonclient)?
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Narrative Style Questionnaire
for Corporate Tax Returns

Checklist for Reviewing Corporation Tax Returns
General
Red figures look no different from black figures in photocopying—indi
cate negative amounts on work papers and returns by using parentheses.
Official instructions change from year to year. Current instructions for
preparing Form 1120 should be reviewed in conjunction with this check
list.
To the extent possible, items should be reported on the Form 1120 on
the same basis that they will be picked up on other returns, including
information returns. Presumably, the ADP program of the IRS will at
tempt to cross-check sources of information. We should attempt to coop
erate in eliminating discrepancies that are apparent rather than real.
If a consolidated return was filed for the prior year, it may be that the
current return must also be on that basis. If this corporation is a member
of an affiliated group (80 percent intragroup stock ownership) in which
some corporations have losses, or there are substantial intercorporate
dividends on other transactions, a consolidated return election should be
considered.
Is the corporation a personal holding company? If 60 percent of the
adjusted ordinary gross income of a closely held corporation is from div
idends, interest, rents (except where adjusted rent exceeds 50 percent),
and so forth, the PHC designation may apply, and Schedule PH should be
prepared. If the client is in danger of becoming a PHC, he should be so
advised.
Can the corporation prove good business reasons for not paying taxable
dividends? A high current ratio, especially if coupled with investments in
assets unrelated to the business, stock redemptions, or loans to sharehold
ers, may indicate dangers of a penalty surtax on unreasonble accumulations
of earnings and should be discussed with the client, if applicable.
Have the results of any revenue agent adjustments been followed
through? Examples are basis adjustments for repairs capitalized, interest
expense for the interest portion of a deficiency, and changes in bad debt
reserves.
Are transactions with related taxpayers vulnerable to challenge on the
basis that the amounts involved are not those that would result from
arm’s-length negotiations?
Have all necessary payroll tax and information returns been filed for the
year? See the separate checklist on information returns.
Have we checked with the client’s attorney regarding any matters
which might have tax significance?
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Has the client made any changes in accounting procedures during the
taxable year? If material changes affect the tax return, permission should
have been requested on Form 3115 within 180 days of the start of the
year.
Have we reviewed the return filed three years ago to determine
whether a refund claim should be filed before the statute of limitations
expires? Are there any other refund claim possibilities? Loss carryovers?
Were the corporate minutes reviewed to make sure that they are up to
date and satisfactory from a tax standpoint?
Were there any tax-free transactions during the year that require the
filing of information with this return?
Can every figure on the return itself be traced back to our working
papers, and through them to its source in the client’s records? Are all tax
adjustments fully explained?
If more than 50 percent of this corporation’s stock is owned by another
corporation, or if this corporation owns more than 50 percent of another
corporation’s stock, are we satisfied that material intercompany transac
tions appear to have been on an arm’s-length basis?
Is this one of a group of corporations under common control (80 per
cent), directly or through attribution? If it possibly is, use the Controlled
Corporation Checklist.

Income and Direct Deductions Therefrom
Gross profits from sales on the installment method should be shown as a
separate amount on line 3, supported by a detailed schedule. Installment
sales of capital and Sec. 1231 assets, however, should be reflected on
line 9.
No deductions for additions to reserves are normally allowed in arriving
at the net sales figure on line 1, regardless of the fact that such deductions
would be proper for accounting purposes.
The inventories used in computing cost of goods sold should tie in with
the balance sheet inventories. If Lifo is being adopted, Form 970 must be
attached to the return. If Lifo is already in use, a schedule showing the
make-up of Lifo by layers must be attached.
How does the gross profit percentage compare with prior years and
with trade statistics?
Property dividends received by a corporation are picked up as income
in the amount of the payer’s tax basis. Stock rights and stock dividends
normally are not taxable. Have the dividends been checked against Stan
dard & Poor?
U. S. notes, with terms of less than one year and issued on a discount
basis without interest, result in no income until matured or sold. Pre-
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mium paid on acquisition of taxable bonds may be amortized. Original
issue discount on tax-free bonds will itself result in no taxable income.
Rental income includes the amounts paid by tenants on behalf of the
corporation, such as real estate taxes, repairs, insurance, and interest,
even though never received in cash. Deductions are increased corres
pondingly.
Recoveries of items previously deducted, but from which no tax benefit
was obtained, may be excludible as income. If so, they should be re
ported in Schedule M.
Gains on involuntary conversions may be excludible from income. If so,
the gain acts as a reduction of the basis of the replacement asset.
Gains or losses from sales pursuant to a plan of liquidation may be
excludible under Sec. 337.
Several types of security losses may give rise to ordinary deductions,
including—
a. Losses on U. S. Series G or Series K bonds.
b. Losses on SBIC or Sec. 1244 small business stock.
c. Losses on securities acquired other than as an investment (for exam
ple, to obtain a source of supply).
Have any assets been abandoned or become worthless during the year?
Were there any wash sales of securities during the year?
State transfer taxes on security transactions should not be reflected as
deductions on Schedule D; they are deductible as taxes.
Royalty income from patents or processes may constitute capital gain.
Capital loss carryovers from prior years should be picked up as short
term capital losses in the current year. If carryovers will expire during the
coming year, the client should be informed. Current capital losses may be
carried back three years to obtain refunds.
Gain on the sale of depreciable assets (except buildings and livestock)
will be ordinary income to the extent of depreciation taken since January
1, 1962. There may be ordinary income on buildings regarding certain
depreciation after 1/1/64, and livestock with respect to depreciation after
1969. Disposition of assets on which an investment credit was allowable
may result in recapture of part of the credit as income.
Deductions
Officers’ salaries paid to substantial stockholders should be reviewed for
reasonableness, proper authorization, and actual payment.
Accrued salaries, interest, rent, and so forth, due certain cash-basis
related taxpayers must be paid within two and one-half months of year
end or the deduction may be permanently lost. If applicable, remind the
client in writing.
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Are vacation pay accruals and bonuses accrued properly reflected for
tax purposes? Vacation pay requires a specific contractual obligation,
while bonuses may be deductible if everything necessary to determine
the amount of the bonus has taken place even though the exact computa
tion cannot be made until after the year has ended.
Do repairs appear reasonable in amount? If not, we should have, or
obtain, more details.
If the specific charge-off method of handling bad debts is used, column
6 of Schedule F should be completed. It is not necessary to attach a
schedule of the specific accounts charged off, but the working papers
should contain such a schedule. Worthless and partially worthless ac
counts are deductible only if charged off on the books as well.
On the reserve method, check to determine that bad debt recoveries
are credited to the reserve rather than treated as income. Does the re
serve appear reasonable relative to the amount of receivables?
Should the client consider switching to the reserve method? The initial
reserve addition for prior years will be spread over ten years.
Where the corporation, as lessee, pays taxes, and so forth, for the
lessor, such amounts should be included in the rent deduction.
A current contribution deduction may be taken on the accrued basis
where payment is authorized prior to year end, and made within two and
one-half months thereof. Attach to the return a copy of the authorizing
resolution.
Capital gain property contributions are deductible at their fair market
value. The difference between FMV and tax basis will show up in
Schedule M. The itemized schedule of contributions should indicate
property contributions, showing the nature of the property and the
method of valuation. Where depreciation recapture applies, the deduc
tion is reduced.
Check for carryovers of unused contributions from the five preceding
years.
Where there is income from natural resources, review the possibility of
using percentage instead of cost depletion. Note that supporting
schedules (Forms M, O, or T) should be attached.
Amortization of leasehold improvements should be treated as deprecia
tion rather than amortization, leaving to the line for amortization only
those types where amortization is an elective matter. Where the life of the
improvements is less than the term of the lease, accelerated depreciation
may be available.
The investment credit is based on cost of the property without reduc
tion for special first-year depreciation. All subsequent depreciation is
based on cost reduced by special first-year depreciation. Should the tax
payer take advantage of the ADR election? If so, see the separate ques
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tionnaire on ADR. Even if not, how would the taxpayer fare if tested by
guideline lives?
Reconcile the balance sheet figures for depreciable assets and accumu
lated depreciation with the figures reported in Schedule G.
If deductions are claimed for pension or other employee benefit plans,
check the Official Instructions for specific information required with the
return.
Review the “other deductions” claimed for items unusual in either
description or amount.
If a net operating loss carryover from prior years is claimed, attach a
schedule showing its computation. If part of the unused loss carryover will
expire during the coming year, the client should be so informed.
If current-year operations result in a loss, a “quickie” refund claim may
be filed on Form 1139 with the return, or not later than one year after the
end of the loss year. Was Form 1138 filed during the year?
The 85 percent dividends-received deduction is generally not available
for dividends received from corporations that obtain a tax deduction for
dividends paid. It is available for dividends from foreign corporations only
when a domestic corporation has reincorporated abroad, and the dividend
is being paid from earned surplus earned while a domestic corporation; it
is available, in part, for dividends received from some other foreign cor
porations subject to U. S. income tax, and which have more than 50
percent of their gross income from sources within the United States (Sec.
245).
The 85 percent of net income limitation on the deduction does not
apply when there is a net operating loss. The public utility preferred stock
to which the 62.115 percent deduction applies is preferred stock issued
before October 1, 1942, or preferred stock issued since then which relates
to preferred stock or bonds outstanding prior to October 1, 1942.
No 85 percent deduction is allowed for dividends when stock has been
shorted “against the box,” or when stock has been held for less than 16
days.
Are rents paid actually rents, or are purported leases actually purchase
contracts in disguise?
Have the details of travel and entertainment expenses been reviewed
to determine the degree to which the taxpayer is able to substantiate the
amounts claimed?

Credits
Check the availability of the investment credit for all acquisitions of
property. Note that lives used in computing the credit must now corres
pond to lives used for depreciation purposes. Form 3468 should be at
tached for the investment credit. Check for unused credit carryovers from
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prior years. The credit may be available on leased property.
The foreign tax credit applies most frequently to clients in connection
with dividends from foreign corporations on which tax has been withheld.
The tax withheld is part of the dividend income to be reported. Form
1118 should be attached to the return supporting the credit claimed.
Check if there are any unused credit carryovers for prior years.
If the corporation appears to have underpaid its estimated tax, or has
filed no declaration of estimated tax, an explanatory statement (Form
2220) should be attached to the return.
Schedule M
The beginning surplus figure on Schedule M should tie in with the
corresponding figure on the beginning-of-the-year balance sheet and also
with the end-of-the-year surplus figure shown on the prior-year return.
Other than taxable income and federal income taxes, any amounts
shown on Schedule M should be explained. If there is tax-exempt income,
bear in mind that expenses of producing such income are nondeductible.
Credits to earned surplus should include as part of the explanation the
basis for determining that the item was not taxable.
Elections
Following are some elections available to corporate taxpayers:

Accounting methods (cash, accrual, or hybrid)
Accounting period (fiscal or calendar year)
Additional first-year depreciation
Aggregating interests for depletion
Allocation of surtax exemption for group under common control
Amortization of bond premium
Amortization of grain storage facilities
Amortization of organizational expenses
Amortization of trademark and trade name expenditures
Bad debt deduction method
Basis of stock rights received
Capitalization of taxes and carrying charges
Circulation expenditures
Commodity Credit Corporation loan proceeds
Completed contract method for contractors
Consolidated return for affiliated group
Contributions accrual
Corporate liquidations in one calendar month
Date of payment as date of disposal of timber
Deferral of blocked foreign income
Delay rentals
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Depletion methods
Depreciation—change from accelerated to straight-line
Depreciation—use of guidelines
Depreciation—individual asset v. multiple asset
Drilling and development costs
Exploration expenditures
Farm fertilizing expenses
52-53 week accounting year
Full-year tax computation option after change of accounting period
Installment method
Income from discharge of indebtedness as basis adjustment
Investment credit to lessees
Involuntary conversion
Lifo inventory method
Prepaid membership dues spread-out
Real estate tax accruals
Real estate investment trust status
Research and experimental expenditures
Rounding off figures to whole dollars
Soil and water conservation expenditures
Timber cutting as sale or exchange
Unit-livestock-price method
A comprehensive and periodically updated Guide to Federal Tax
Elections, edited by Joel M. Foster, CPA, is published by the AICPA.
Fairly comprehensive checklists are contained in the major tax services.
The Research Institute of America (R.I.A.) Tax Coordinator, especially,
provides comprehensive checklists adaptable for review use, although
primarily designed for use in tax planning. These can be used intact, or as
a base to build a checklist fitted to specific needs and procedures.
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Illustration 6-6 Checklist for Reviewer of
Individual Income Tax Return

Review of Individual Income Tax Returns
General
1. Take care of correction sheet prepared by checker.
2. Read every line on return.
3. Check total of checker’s tape to taxable income on return.
4. See that all items on the data and checklist sheets are checked off.
5. Check payment on estimate to data sheet and to estimate filed
previous year (federal and state).
6. Check answers to questions on return.

Check the Following Limits
1. Medical.
2. Contributions.
3. Capital loss deduction.
4. Application of alternative tax.
5. Application of income averaging.
Check for Inclusion of Schedules Where Applicable
1. Self-employment tax schedule.
2. Schedule C.
3. Estimated tax.
4. Schedule D.
5. Retirement income credit where taxpayer or spouse is over 65.
6. Compliance with rules for payment on estimate (Sec. 6654(d)(1)(a)).
7. Special depreciation allowance—watch limits.
8. Investment credit schedule.
9. Underpayment on estimate.
Review Last Year’s Return for the Following
1. Items of income or expense that might have been left out this year.
2. Similar presentation of items appearing in both years.
3. Dependents.
4. Refund or credit of income tax from last year’s return.
5. Carryforward of capital loss.
6. Partnership loss not deducted because of deficit net worth.
Check for the Following “Tie-Ins”
1. Partnership income:
a. Contributions.
b. Self-employment tax.
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2.

3.
4.
5.

c. Special depreciation allowance.
d. Payments to partners.
Over-age-65 returns:
a. Extra exemption.
b. Medical deduction.
c. Retirement credit.
Dividend income—exclusion.
Income from business or profession—self-employment tax.
Subchapter S corporation income.

State Income Tax Return
1. See that same dependents appear on both.
2. Check reconciliation between adjusted gross income on federal
return and adjusted gross income on state return.
3. Check specific cases where handling of items is different on state
and federal; for example, capital gains dividends and tax-exempt
interest.
4. Check different limits on contributions and medical expense.
5. Check adjustment for accelerated depreciation.
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Preparation Methods
The major tax return preparation methods in use today are the
following:
Typing. This method involves typing information onto the gov
ernment forms or onto commercially prepared snap-out versions
of the government forms. Its advantages are neatness and client
acceptance. Its disadvantages are that it is more time-consuming
than some of the other ways, and creates another opportunity
for errors.

Pencil carbon. Tax forms are printed in special pads, using only
one side of the paper. The preparer inserts pencil carbon between
sheets and hand prints the information and calculations as he pre
pares the return. This is inexpensive and efficient. Its disadvan
tages lie in the awkwardness of using a large number of pads with
pencil carbon, and in the fact that many return preparers do not
have aesthetically pleasing or legible penmanship. Making cor
rections is difficult.
Ozalid, Bruning (ultraviolet). The return is prepared using

pencil on special translucent forms. Notations can be made on the
forms with nonreproducing pencils, which is a distinct advantage
in cross-referencing and reviewing. Corrections are easily made.
Once completed and reviewed, the forms can be quickly repro
duced in any quantity needed.
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Chemical photocopying. The return is hand-prepared on the
official government forms, and then reproductions are made for
filing. Form cost is lower than with Ozalid or Bruning, while
per-copy costs are usually higher. The machines themselves are
more versatile for year-round use, since they copy anything—not
just translucents. Machine cost is quite low, so that in some re
spects this is second in economy only to the use of pencil carbon.

Thermofax. This is a heat process. The machine is more ex
pensive than the chemical machines, but less of a nuisance. It is
a general-purpose machine in the sense that it reproduces nontranslucent material. It will not, however, reproduce everything,
which may be an advantage since notations can be made that
will not reproduce. But this is a disadvantage from the stand
point of its use as a general-purpose machine. A companion unit
can eliminate this disadvantage—at a price.
Electrostatic machines. The big name in this field is Xerox,
but others are on the market. These are undoubtedly the most
useful copying machines available today. They use no chem
icals, and operate on a photographic rather than a contact prin
ciple. As a result, they can copy pages from bound books as well
as ordinary documents. The material produced is permanent and
often looks better than the original. As with the chemical photo
copy machines, returns can be prepared on the government forms
and photocopied. This type of machine has taken over the bulk
of the reproducing work in larger tax offices. Copies can even
be used as offset duplicating masters, so that with one of these
and a small offset duplicator, practically all office needs can be
met. Best of all, electrostatic machines use ordinary paper.

Computer services. These involve the accountant’s filling out
client information on input sheets (provided by the computer
company). The input sheets are sent to the computer company,
and it sends back a completed tax return to the accountant. The
return can be the “economy” type, where the computer company
provides the basic Form 1040 and selected schedules, with the ac
countant himself completing some schedules prior to submitting
the return and then attaching those schedules to the return after
it comes back from the computer. Or, it can be a “full service”
return, with all schedules prepared by the computer company.
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Return Preparation Procedure—General
The procedure followed in preparing individual income tax re
turns and schedules includes certain steps common to all the
preparation methods, although the sequence may vary.
Receipt of Information

1. The accountant should review the client’s information in the
light of prior returns and correspondence in the file.

2. The number of hours to be spent on the preparation of the
return should be estimated and compared with prior fees. If it
appears that the current year’s fee will exceed last year’s (or the
budgeted amount, if any) the accountant should obtain approval
before preparing the return.
3. To the extent practical, the accountant should prepare the
type of individual income tax data sheet used by the firm. At
minimum, he should indicate nonapplicable items; amounts
should be inserted for all other items at this time, or at a later
time by an assistant.

4. The preparer should research unusual items and clear their
treatment.
5. The method by which the return is to be processed (typed,
handwritten, computer) should be determined.

6. The client’s information and the data sheet should be re
viewed with the actual preparer, and the preparer should be in
formed of the maximum number of hours to be spent on prepa
ration of the return.
Preparation

1. The preparer should assemble the client’s information and
develop thereon, or on a separate sheet if necessary, totals of the
various classes of income and deductions. The totals should be
attached to the data sheet. At the completion of this step, each
item on the data sheet will be accounted for.
2. Dividends should be checked against a capital adjustment
service such as that of Prentice-Hall or Commerce Clearing
House to determine their taxable status, that is, taxable, nontaxable, or capital gain.
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3. Dividends should be checked against Moody’s or Standard
& Poor’s dividend record only if requested. (This would normally
only be done if Form 1099s are missing, if the client specifically
requests that it be done, or if there appears to be a material dis
crepancy. )
4. The accountant should complete the data sheet and calcu
late preliminary taxable income. All amounts on the data sheet
must be readily traceable to the source data. “Preliminary taxable
income” may not necessarily reflect some items affected by AGI
(Adjusted Gross Income) such as sales tax.

5. A list of additional information required and unusual items
encountered should be prepared.
6. Once all information has been obtained, the accountant
should prepare the tax return form or computer input forms and
supporting schedules. The format of the return and schedules
should conform to the firm’s standard style. The return or input
sheets of the previous year should be used as a guide in preparing
the current return, but he should not blindly follow the pro
cedures or the format used in the prior year.

7. At any step along the way, clearance should be obtained
before proceeding with a return where it appears that the total
time will substantially (for example more than 10 percent) ex
ceed the budgeted time.
8. Preliminary taxable income, computed in step 4, should be
a control figure, with the final return taxable income figure being
checked against the preliminary figure and any differences ac
counted for. If computer input sheets are being prepared, the
taxable income figure of step 4 may be derived either from the
independent data or from the input sheets themselves, or from
both.
9. Review procedures should include (a) checking the clientfurnished and interview-developed data against either the input
sheets or the handwritten return to ensure that every item of
information furnished has been taken into account or been delib
erately and properly excluded, and (b) running a math check on
returns that are not computer processed.
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Electrostatic Copier
The return itself may be either typed or handwritten. Typing
is typically used on business returns of substantial clients, where
quality of physical appearance is important and cost is a minor
factor. Typing requires an additional proofreading process, which
the handwritten return usually does not need. All necessary cop
ies, including an extra copy for use in preparing the following
year’s return, are then prepared on the copying machine. The
draft of the return can frequently consist of the prior year’s copy
marked up to reflect the current-year figures.
If the return is to be handwritten, the accountant should follow
this procedure:

1. Prepare the tax return and all schedules using pretyped or
preprinted schedules where available. Government forms and
the firm’s own schedules can be pretyped with repetitive data
prior to the start of tax season, so that the handwritten portion of
the return consists of numbers to the maximum extent possible.
Such pretyping may mean extra work in those situations where
the client’s repetitive data (for example, the client’s address)
changes, but the saving in tax-season time and return legibility
will be far greater than the slight amount of work duplication that
pretyping involves. Prior-year schedules can frequently be “doc
tored” by using correction fluid to facilitate changing dates and
by pasting over blank amount columns and then photocopying
them, instead of either pretyping or handwriting them.
2. Write legibly and neatly, using a ruler for drawing lines, and
erasing cleanly. The preparer should be careful not to cornerpunch or wrinkle the forms. Unsatisfactory appearance should
not be tolerated.

3. Insert decimal points and commas in all figures.
4. Leave at least a ¾ -inch margin at the top to permit stapling.
5. Insert the name of the taxpayer and taxable year at the
top of each page and on all supporting schedules.

6. Use the pages of the return to the maximum extent. Even
if it is necessary to write items twice (on both federal and state
forms), in many cases this will take less time than preparing a
separate schedule.
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7. Combine small schedules on one sheet to save space. As
far as possible, however, the schedules should be filed in the
order in which the items appear on the Summary of Income and
Deductions.
8. Make certain that all applicable items in the tax return
forms have been inserted.
9. Remember that clerical employees will most likely be pro
cessing and assembling the returns. Either they must be furnished
with a master schedule to indicate number of copies and the
assembly order of the various return forms and their schedules
(Illustrations 7-1 and 7-2), or this information must be indicated
on the return pages and the schedules themselves by the pre
parer. One way to implement the latter suggestion is to code
each page. Thus, 4F5/2S4 at the bottom of a page should indi
cate to the clerical employees that a total of six copies (4 + 2)
of that page must be made, of which four are for the federal re
turn (F) of which a particular page will be page 5, while two
are for the state return (S), where the page will be page 4.

10. Remember that reviewer checkmarks will show up on the
final copy if made with an ordinary pencil—but special pencils,
such as the Eagle Non-Repro, can be obtained.
Computer-Prepared Returns
Returns can be computer-prepared in three different ways:
1. The CPA uses an in-house computer and either develops
or leases a program for return preparation.

2. A computer terminal in the CPA’s office feeds the data, on
an on-line basis, to the computer. The resulting return is either
printed out on the computer terminal or is mailed or delivered
by the computer company.

3. Input forms are prepared in the CPA’s office and sent to
the computer company. This is the dominant method. As previ
ously mentioned, the computer company may furnish a strippeddown return, preparing the basic Form 1040 while the accountant
prepares and later attaches the various schedules. Or, it can be
a deluxe job with the computer company doing the Form 1040
and all schedules. One variant to this approach is to have the
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CPA keypunch the cards himself from the input sheets, but this
has not apparently been very practical because of the need for
special control procedures and both the irregular flow and the
bunching up of tax returns.

The ethical aspects of the use of outside computer companies
have received some attention. California requires that the CPA
notify the client that an outside computer service will be used,
and such notification would appear to be desirable in any event
as a matter of public relations. Notification does not, however,
relieve the CPA of the responsibility for determining that the
computer service will safeguard the confidentiality of the infor
mation involved and will do a competent job.
The publication, Taxation for Accountants, annually performs
an excellent review of the various computer companies doing in
come tax returns, indicating their prices, distinguishing features,
and limitations on preparation of schedules and state tax returns.
Its 1972 year-end review listed 18 such companies, two of which
had as many as four different price brackets of service. Computax has been in business the longest, since 1964, and Fast-tax and
Unitax since 1965.
Users of outside computer services do not usually find that
they increase their profitability in the first year. The first year
is usually a year of transition, with procedures and work habits
necessarily changed to fit a new format and with pro formas
either nonexistent or of limited use. The major advantages cited
for the computer preparation services are the elimination of
proofreading; removal of typing and assembly bottlenecks;
greater mathematical accuracy; far more attractive copies for the
client; error corrections and data changes far less frustrating and
time-consuming; technical review provided by the computer ser
vice; time saved in subsequent years by using pro formas; and
increased staff morale as a result of some reduction of tax season
pressures. Against these advantages must be balanced the com
plaints—delays in processing, especially in the early April period;
lack of preparation of some state or city returns by a specific
service; the need to proofread any alpha data where the service
does not verify alphabetical but only numerical input, or where
handwriting on the input forms is misinterpreted; the cumber
some nature of the input sheets for those persons preparing only
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a relatively few returns; and the confusion created by attempting
to run both a handwritten and a computer system simultaneously
because of the need to handle some returns in-house due to time
pressures or other reasons.
Illustrations 7-3 and 7-4 set out one firm’s internal operating
procedure instructions for its staff regarding the use of one of the
computer services for individual returns (7-3) and business re
turns (7-4). Illustration 7-5 contains the tax return operating
procedures for both handwritten and computer-prepared returns
of a somewhat smaller CPA firm.

Packaging the Return
It is not unknown for a CPA to have done an outstanding job
of field work only to have his efforts ruined by sloppy typing or
the shoddy physical appearance of the report he presents. If a
client pays $5,000 for an audit, and the report contains strikeovers, misspellings, or is run on a machine that turns out a fuzzy,
illegible, or unattractive copy, he may identify the CPA with
the report’s appearance rather than with the outstanding job of
auditing.
Likewise, there is the risk that a client who receives a hand
written return will equate the amount of effort that went into the
return with the apparent lack of care that went into its actual
physical preparation. The fact that the return being prepared for
the client is a photocopy of a handwritten return, however, does
not mean that its presentation cannot be improved.
Some CPAs bind all their tax returns in folders with the name
of the firm printed on the cover. The information regarding the
taxpayer’s name and return is, in turn, typed on the cover. Others
use a type of legal foolscap that provides about a ¾-inch foldover at the top, with the accounting firm’s name thereon, plus a
backing sheet, all of which are folded into a letter-size envelope.
Still others provide the client with his copy of the return in an
envelope, on the fact of which is noted that it contains a federal
income tax return, giving the year involved, the names of the
client and the CPA and carrying the suggestion that it be saved.
For the average individual taxpayer-client, the envelope seems
to be the most practical way of handling the return, since the
client can put it into his safe deposit box without any difficulty if
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he so desires. For the larger individual client or the business
client, the report cover seems to be the preferable treatment,
since such a client would normally file the return copy in a file
cabinet without folding it.
The widespread availability of computer return-preparation
services has furnished CPAs another way out of the handwrittentypewritten return dilemma. Indeed, one of the greatest advan
tages of computer-prepared returns is that, with most services,
the CPA receives three neatly assembled, computer-printed copies
of each return: one for filing, one for CPA’s files, and one for
the client’s files. With the computer process, returns for clients
will be typed, but the CPA may still want to consider additional
packaging frills such as binders, if not for all clients, then cer
tainly in selected cases.

Tax Return Filing (Storage) Systems
Business related tax returns are almost universally a part of
the regular working papers, although possibly segregated in a
separate section from the rest of the audit working papers and
in a separate section of the permanent file. There are great vari
ations, however, in the methods of filing tax-only client infor
mation.
At one extreme, especially where relatively few returns are
handled and they are mainly quite complicated, the tax file is
not separated from the audit working paper files. Thus, if work
ing papers are generally filed on a numerical basis, using an as
signed client number (which may or may not be the same as
the client number used for timekeeping and billing purposes),
the tax working papers would be similarly filed and be intermixed
with all other working papers.
At the other extreme, especially where a large number of rela
tively small returns is being handled, separate tax return files are
established. In one version, these are arranged by years so that
all tax returns for years beginning in 1973 (that is, calendar year
1973 and fiscal years beginning in 1973) would be together.
Regular working paper folders may be maintained, although it is
not uncommon for plain file folders (containing loose papers or
having papers stapled to the folder) or large manila envelopes to
be used. Files can then be transferred to inactive storage once
the statute of limitations has run on the year involved. Such
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simplified tax-only files are customarily maintained on an alpha
betical basis.
Tax-only files can also be maintained on a more conventional
basis, arranged either alphabetically or numerically, with the cur
rent file containing not only current-year material but also prioryear returns. The prior-year returns now typically maintained as
a minimum are those that might be involved in income averaging
computations.
While there can be no “ideal” tax file, some considerations that
are frequently mentioned in discussing tax files include the fol
lowing:
1. Are return copies and any supporting materials securely
fastened to, or inserted in a pocket of, the folder so that risk of
loss is minimized?
2. Is there physical separation between prior-year materials,

matters that may relate to prior-year returns, and information
being supplied during the year that relates to the current-year
return?

3. Is there a system to control removal of a client’s material
from the files so that folders do not somehow mysteriously dis
appear?
4. Is material that should be returned to the client physically
segregated and controlled until its return?

Proving Where and When the
Return Was Filed With IRS
Clients are careless, clerks are careless, and the IRS processes
scores of millions of returns during tax season. It can be embar
rassing, or even expensive, to be unable to prove that a return
was timely filed.

While legal liability is discussed in chapter 3, it may be ap
propriate to emphasize here that the CPA probably has no re
sponsibility if the client’s return is furnished him and he then
neglects to file it with the IRS. Most CPAs, however, feel some
degree of responsiblity—at least to the extent that they utilize a
standard form of transmittal sheet for forwarding returns to cli
ents. A sample of such a sheet is shown as Illustration 7-6. It tells
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the client where to sign the return, or returns, when, and where
to send the returns (an envelope for this purpose often being
enclosed). For most CPAs, this is the extent of their attempt to
make sure the return is properly filed. But there are other ap
proaches.
Two significant approaches are postcard techniques. The post
card should be one with a stamp affixed to it and not a pre
stamped postcard printed by the post office or one run through
an office meter, since there will be no date stamp on either of
the latter. In the simplest form, a postcard is enclosed with the
return, and the client is instructed to date and mail the postcard
at the same time he mails the return. The return, of course, goes
to the IRS Service Center, while the postcard goes to the CPA.
The back of the card simply states:
On------------------------- (date) the following data was mailed
to the IRS Service Center, Ogden, Utah 84405:

Taxpayer
John and Jane Doe

Form(s)
1040 for 1972
1040 ES for 1973

The card is then stapled to the file copy of the return. If the
question should ever arise, the practitioner is able to supply the
client with evidence as to the mailing of the return. The really
service-minded practitioner will check off the returns that have
been mailed, evidenced by receipt of the cards, and perhaps have
his office staff call before the filing due date to see what has
happened to those returns that do not appear to have been
mailed.
Another variant using the postcard is to fasten to the return a
postcard addressed to the practitioner, with the following on
the back:
IRS Service Center
Ogden, Utah 84405
The following are enclosed:
Taxpayer

John and Jane Doe

Form(s)

1040 for 1972
1040 ES for 1973

Please acknowledge receipt by affixing your receiving stamp, and
mailing (no postage needed).
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The stamped card is then attached to the client copy of the
return. Note, however, that less than 100 percent cooperation
is usually received in getting cards back.
In a third approach, the accountant compares a transmittal let
ter covering a number of returns and has it stamped by the local
IRS office. They will stamp a copy of a letter indicating that
they are accepting the returns for forwarding to the IRS Service
Center. The CPA’s copy of the letter is then good proof of filing
for the returns covered by it. But this approach means that he
must file the return for the client, and this in itself means extra
work and the assumption of extra responsibility.
Some practitioners request that the client pull his canceled
check when it comes back from the bank and furnish them with
the document locator number on a postcard furnished for this
purpose. The postcard is then stapled to the file copy of the
return. This, of course, does not establish the date mailed and is
meaningless for returns not accompanied by a check.
Then there is the log book. This only provides proof of filing
if, again, the CPA mails the return on behalf of the client, but
it does help to provide proof that he sent the return to the client.
The log book is merely a chronological record of all returns
mailed or hand-delivered from his office. Its columns show—

Date

|

Name

|

Return

|

Delivered/Mailed to

As a part of office routine, all outgoing returns going to the
client or to anyone else should always be entered in the log book.
The log book will then be good proof, at least until discredited
or refuted, that a particular return was mailed to the client on a
particular date or mailed to the IRS on a particular date.
Finally, the CPA can utilize certified mail with a return re
ceipt requested. He prepares the envelope, but either the CPA
or the client can mail it. The certificate number on the return
receipt card identifies the specific return involved.
Perhaps the most crucial period for proof of filing is the week
or so just before the due date of the return. A little extra effort
expended on behalf of the clients, especially those who will be
filing in those last days, may save everyone a great deal of need
less trouble later.
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Labeling Extended Return
In processing returns received by the IRS after the filing dead
line and for which extensions have been granted, the IRS com
puter center personnel sometimes fail to note the extension of time
for filing and erroneously assess late-filing penalties. This results
in a shock to the client, phone calls to the accountants, extended
correspondence with an unfriendly and often slow-responding
IRS computer, and inconvenience to all.
This difficulty may be minimized by attaching the Form 4868
to the face of the return, and by stamping or writing in bold,
large, red letters “Extension Granted” at the top and bottom of
the first page of the return when an additional extension has been
granted. A copy of the approved extension request should then
be securely attached to the return. Some accountants put the fol
lowing notations at the bottom of the first page of the return,
under the signature: “See copy of Form 2688 (or 4868, 1138,
7004, or 2758) attached, granting extension to August 15, 1973.”

Reminder Sheets
In dealing with once-a-year tax clients, it is a good idea to
leave them with some reminder about substantiation and some
guidelines on how to handle problems that may crop up after
April 15th. One way to do this is to attach to the client’s copy of
the return a reminder sheet printed on the CPA’s letterhead, such
as the one presented as Illustration 7-7. This not only serves to
remind the client about amended estimates, record-keeping re
quirements, and tax audits, but it also makes it more likely that
he will seek more of the CPA’s services during the year, thus
cementing the relationship.
If the client is contacted by the IRS regarding tax audits, the
first thing he will probably do is pull out his copy of the return—
with the reminder sheet attached. He will then be reminded to
contact his CPA rather than attempt to handle the tax audit by
himself.
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Illustrations for Chapter 7
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Illustration 7-1 Index for
Form 1040 and Related Schedules

Index for Form 1040 U. S. Individual
Income Tax Return
Client:_____________________________________ Year:______________
Page No.

Description

__________
__________
__________
__________
__________
__________
__________
__________
__________
__________
__________
__________
__________
__________
__________
__________
__________
__________
__________
__________

Form 1040
Form 4868—Extension of Time to File Form 1040
Schedule A—Itemized Deductions
Schedule B—Dividend & Interest Income
Schedule C—Profit (or Loss) from Business or Profess.
Schedule D—Sales or Exchanges of Property
Schedule E—Supplemental & Misc. Income
Schedule F—Farm Income & Expenses
Schedule G—Income Averaging
Schedule R—Retirement Income Credit
Schedule SE—Net Earnings from Self-Employment
Form 1116—Foreign Tax Credit
Form 2106—Employee Business Expenses
Form 2120—Multiple Support Declaration
Form 2210—Underpayment of Estimated Tax
Form 2440—Sick Pay Exclusion
Form 2441—Child Care Expenses
Form 3468—Investment Credit
Form 3903—Moving Expenses
Form 4136—Computation of Credit for Federal Tax On
Gasoline & Lubricating Oil
Form 4255—Tax From Recomputing a Prior Year Invest
ment Credit

__________

Other Schedules
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Illustration 7-2 Index for
Form 1041 and Related Schedules

Index for Form 1041 U.S. Fiduciary
Income Tax Return
Client:_____________________________________ Year:______________
Page No.

Description

__________
__________
__________
__________
__________
__________
__________
__________
__________
__________
__________

Page 1—Form 1041
Form 2758—Extension
Page 2—Form 1041
Schedule D—Form 1041
Other Income
Depreciation—(If Schedule A is not used)
Depletion
Other Deductions
Form 1116—Foreign Tax Credit
Form 3468—Investment Credit
Form 4255—Tax From Recomputing a Prior investment
Credit
Form 4136—Gasoline Tax Credit
Form 2439—Notice to Beneficiary of Undistributed LongTerm Capital Gains
Copy A—File with Form 1041
Copy B—For Beneficiary
Copy C—For Fiduciary
Tax Previously Paid—Explanation
Schedule E—For Each Beneficiary

__________
__________
__________
__________
__________
__________
__________

Other Schedules
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Illustration 7-3 Internal Procedures for the
Use of a Computer Service to Prepare
Individual Income Tax Returns

February 1973

Tax Procedure 73-1

Subject: Operating Procedures Re: Use of Computer Tax for Individual
Returns for 1973 Tax Season

Contents
General Information
Data Collection
Computer Tax Pro Formas
General Instructions for Preparation of Computer Tax Forms
Instructions for Preparation of Computer Tax Forms
Submission for Reviews and Forwarding to Computer Tax
Post-Computer Tax Procedures
Major Changes, New Developments, and Special Problems
Flow Chart of Computer Tax Return Preparation Process
Note: Personnel who previously used Computer Tax forms in the Los
Angeles office should pay special attention to those portions of this proce
dure marked with an asterisk (*).

General Information
1. Pro forma input sheets have been received for all clients whose
returns were processed by Computer Tax for 1971. These partially
completed forms are filed alphabetically by client’s last name in the
rack in the entry to the File Room.
2. Blank copies of the Computer Tax input forms are in pads filed by
page number in a special file in Room B4 of the tax department and
in the west staff room. Supplies of tax forms and the client’s ques
tionnaire are located in the same rooms. Please notify supply clerk if
you see that the supply of a particular form is running low. Do not
use the last of any form. Computer Tax will accept a Xerox copy of
its form until our supply is replenished.

Data Collection
1. Income tax information sheets submitted by clients will be used as
basic source material and each sheet is to be numbered consecu-
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*2.

3.
4.
5.

6.
7.

8.

tively. The preparer should obtain answers to any unanswered ques
tions in our questionnaire.
If possible, obtain the first pages of the federal and California return
forms which were sent directly to the taxpayer. The “piggy back”
labels attached to such forms will be affixed to the completed re
turns to expedite governmental processing of the returns.
The Individual Income Tax Preparer’s Review Sheet is to be com
pleted and placed before other information pages.
The permanent ITR data sheet is to be prepared, or updated, and
filed on top of the ITR work paper file.
If the client is interviewed, time may be saved by recording the
information regarding dependents, and so forth, directly on Compu
ter Tax Form 1 (the pro forma page should be used when available).
Client information forms may be useful for recording information
received orally from clients.
Review 1971 diagnostic report, work papers, and tax return control
sheet for notes applicable to the current year.
Do not call client for additional information unless authorized to do
so by the responsible partner, manager, or supervisor.
Compare the completed data with the 1971 Computer Tax input
sheets and/or return and the 1972 1040-ES and explain any material
differences.

Computer Tax Pro Formas
1. The pro forma package this year will consist of a set of collated input
forms containing the forms submitted the previous season for the
same taxpayer. Form 35, which must be used to obtain a California
return, is not included in the proforma package. Input Forms 5, 6,
15, 99 and (in some cases) 17 will not contain preprinted information
from the previous year’s return since data shown thereon is not of a
recurring nature. However, if these forms were required for the
previous return, blank forms will be inserted in the collated set. All
of the other input forms will have a printout of recurring data ap
pearing in the prior year’s input forms, consisting of practically all of
the alphabetic data and numeric data wherever possible.
2. All three categories of installment sales are updated on Form 6S. A
sale shown in the “Prior Sale” column in 1971 will be listed there
once again with the previously recognized gain updated. A 1971
“Current Sale” will be shown in the “Prior Sale” column for 1972,
with all data updated. Gains previously recognized under Secs. 1245
and 1250 are broken down between “Ordinary” and “Other.” For all
three categories, the preparer need only submit the current year’s
collections.

7-20

Illustration 7-3

3. Of special interest is the pro forma of input Form 11, Depreciation.
Listed thereon is the property description, acquisition date, cost
basis, salvage value, method of depreciation, and useful life. Depre
ciation for prior years is updated to include depreciation taken on
the 1971 return. The “Compute” box (column 22) will be shown on
the pro forma as it appeared on the prior year’s Form 11. If the box
was checked the previous year, Computer Tax has calculated the
current year’s depreciation in advance, as an added convenience. If
the box was not checked last year, the preparer may either submit
his own depreciation figure or check the “Compute” box to request
that Computer Tax make the calculation.

General Instructions for Preparation of Computer Tax Forms
All personnel preparing Computer Tax returns should read and be
familiar with the Computer Tax Individual Tax Return Instruction Guide,
which is now in notebook form. Only a limited number have been pur
chased and placed in the staff rooms. Please do not remove them from the
office.
Instructions for Preparation of Computer Tax Forms
1. Client’s last name and first initial should be entered in the taxpayer
box of each Computer Tax form used other than Form 1, which
reflects the taxpayer’s full name.
2. The taxpayer’s client number will be entered on line 01-09 of
Form 1.
3. We will use our own instruction letters for transmitting tax returns.
Therefore, do not complete the “Instructions For Filing Informa
tion” section on page 1, which requests the IRS office where the
return is to be filed.
*4. Computer Tax will provide labels for mailing returns to clients. If
the return is to be mailed to the address shown on the return, a set
(2) of such labels is to be ordered by entering a “1” in column 70 on
the right hand side of Form 1.
5. Computer Tax Form 99 supported by other Computer Tax input
forms cross-referenced to source data will be used as a summary.
“Preparer’s Use Only” sections and, when necessary, other lightshaded sections of input forms will be used for cross-referencing to
source data. One acceptable alternative to computing actual taxable
income is to arrive at an “approximate taxable income” which ig
nores the 1 percent and 3 percent exclusions on drugs and medical
expense and which is based on the use of an estimate for deprecia
tion. If this alternative is used, the discrepancies disclosed by the
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Computer Tax diagnostic report must be scrutinized for acceptabil
ity. The 1040 Assignment Form will indicate the partner’s prefer
ence regarding the use of Form 99.
6. The following abbreviations should be used for reference to various
sources of information:
I

ETB
N&Q
T/P
PY
PD

Income tax information sheets, including questionnaires
mailed to clients. Also give page number. For example, if
source is page 4 of client questionnaire, reference would be
I 4. (See section B.1 of this tax procedure.)
Extended trial balance.
ITR Notes and Queries. If reference is to audit notes and
queries, please indicate.
Oral communication from taxpayer.
Prior year’s tax data.
Permanent ITR data sheet.

7. When information from source data is entered on a Computer Tax
form, the notation CT followed by the Computer Tax form number
on which entered will be placed on source data alongside the figure,
or total of a group of figures, which has been entered.
8. Income averaging information should be submitted to Computer
Tax for all clients except when it is obvious that no benefit will be
received. For clients with changes in marital status, income averag
ing information will be submitted only if income averaging appears
applicable or if the necessary computations arising from changes in
marital status were made in preparing the prior year’s returns. Tax
able income of base-period years must be adjusted to reflect any
changes arising from governmental audits.
If a client obviously will not benefit from California averaging
(because each year is in the 10 percent bracket) do not submit
California averaging information.
9. Request a Form 2210 from Computer Tax by completing appro
priate portions of Form 18 whenever necessary, including instances
when underpayment for early installments was covered in later in
stallments. (The IRS computer will have detected the necessity for
such forms.)
10. Enter all totals and subtotals in spaces provided within each appli
cable column of the form.
11. Any attachments which must be prepared in connection with a
Computer-Tax-processed return should be prepared on the proper
forms.
12. Preprinted descriptive material and amounts on Computer Tax pro
formas are to be reviewed for completeness and accuracy.
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13. When Computer Tax forms are completed, they are to be assembled
in numerical sequence, except that related forms should im
mediately follow the form to which they pertain and should be
submitted as a group. For example, Form 4 (Income From Rents)
for Property 1 should be followed by Form 11 (Depreciation) for
Property 1.
14. Enter the total number of Computer Tax forms submitted in the
proper box on Form 1. This is especially important since Computer
Tax will verify the page count as the initial step in its control func
tion. Form 99 will be submitted to Computer Tax and included in
the page count.
15. A memo to the reviewer should be made by the preparer indicating
items in the return which require special attention or treatment.
This memo should be stapled to the green “Income Tax Return
Control Sheet.”

Submission for Reviews and Forwarding to Computer Tax
1. The green “Income Tax Return Control Sheet” will indicate
Schedules, W-2s and other forms which are to be attached when the
return is received from Computer Tax.
2. Supporting schedules and governmental forms not prepared by
Computer Tax will be prepared along with input sheets unless com
pleted return is needed for their completion. Any forms to be com
pleted when return comes back from Computer Tax will be noted on
the “Income Tax Return Control Sheet.”
3. After the Computer Tax forms are completed, the preparer will
assemble and clip together a return package consisting of—
a. Income Tax Return Control Sheet.
b. Computer Tax forms.
c. All of the necessary attachments for the return, including Form(s)
W-2, governmental mailing labels, and any forms not provided
by Computer Tax.
d. Schedules to be attached to the return.
e. Individual Income Tax Return Preparer’s Review Sheet.
f. The 1972 DET card, if any, and the new 1973 DET card if the
partner desires.
g. The duplicate of the 1971 income tax return.
4. The above return package should be placed in the client’s ITR file
containing the ITR data sheets, questionnaire and all other source
data. The file is then to be returned to the file room and the 1040
Assignment Form given to--------.
5. The person performing the detailed review should review the Indi
vidual Income Tax Return Preparer’s Review Sheet. “Review Pro-
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cedure for Individual Returns” will be used as a guide to the pro
cess.
*6. After the data and input sheets have been reviewed, the reviewer
should—
a. Sign the Income Tax Return Control Sheet.
b. Place “1040 Assignment Form” on top of return package.
c. Obtain partner’s approval on the “1040 Assignment Form” unless
the partner has already approved.
d. Submit the package to the tax department for review.
7. The tax department reviewer should indicate his approval on the
Income Tax Return Control Sheet and in the “Preparer’s Informa
tion Area,” input Form 1, and then submit the package for forward
ing to Computer Tax and other processing. If the tax department
reviewer wishes to examine the completed return, he will delay
indicating approval on the control sheet until such subsequent ex
amination.

Post-Computer-Tax Procedures
1. Completed tax returns, as received from Computer Tax (together
with retained attachments), will be submitted to the reviewer of the
data for his review (as below). The return assembler should list the
date on which the returns were received from Computer Tax and
the reviewer to whom the return was forwarded. If the assembler
does not receive the return from the reviewer within three working
days, the assembler should find out why not.
2. The reviewer or his designee should check the return for—
a. Taxable income should agree with the amount previously deter
mined on Form 99 (Recap) or differences reconciled. When
checking a Computer Tax-processed return for which taxable
income has been precomputed, the following must still be ver
ified against submitted data:
(1) Social Security number(s).
(2) Income averaging information.
(3) Depreciation schedule data.
(4) Capital gain and loss dates.
(5) Estimated tax payments.
(6) Tax preference items.
(7) California credits for exemptions.
Of course, greater verification is required if taxable income had
not been predetermined.
b. Spelling, completeness of footnotes, and so forth.
c. Resolving discrepancies noted on Computer Tax diagnostic re
port.
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3.

4.

5.

6.

*7.

8.

d. Reasonableness of tax computations by Computer Tax.
e. Responsibility for error requiring rerun. Determine whether the
error was ours or Computer Tax’s since we must pay only for
reruns caused by our input errors.
If a return must be changed—
a. Prepare Computer Tax change request form according to page
3-5 of the Instruction Guide or, if the change is relatively simple,
telephone Computer Tax.
b. Some minor changes may be made internally rather than request
ing Computer Tax to rerun, especially if the error was ours.
DETs for 1973 will have been prepared by Computer Tax based on
information submitted on Form 2. The 1973 DET card should be
filled out completely by the preparer except for the portion refer
ring to mailing, filing, and delivery.
After the return is checked by the reviewer, any changes, additional
forms, and schedules required and the client’s filing instructions will
be completed by the original preparer or other available staff
member and resubmitted to the reviewer.
If the control sheet lacks tax department approval or if substantial
changes were made, the reviewer should then submit the return,
input sheets and DET cards to the tax department reviewer for
scrutiny and delivery to the return for assembly. The assembler will
examine the special instructions section of the control sheet to see if
there are any forms or schedules to be inserted or attached to the tax
return. After any necessary insertions have been made, the assem
bler will stamp “Taxpayer’s Copy,” “Duplicate,” and so forth, pre
pare the mailing envelopes, and then forward returns to the partner
(or in his absence, to his secretary) for the partner’s signature.
The partner who signs a return is responsible for verifying that all
filing, mailing, and other instructions are properly prepared.
After the return is signed by the responsible partner, the return
package is to be submitted to the tax return assembler for recording
on the master list and for mailing, filing, or delivery. If the
assembler’s handling is bypassed, the duplicate copy, together with
a memo on date mailed, etc., is to be transmitted to the assembler
for recording.

Major Changes, New Developments, and Special Problems
1. Computer Tax now prepares returns for some cities and 24 states
besides California (see page 2-4 of Computer Tax Instruction
Guide). A special input form and instruction guide (under Tab 6 in
Computer Tax notebook) is provided for each city and state. Com
puter Tax will not prepare nonresident returns for any state. If
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*2.

3.

3.

*4.
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anyone must prepare a resident return for any other state, the tax
department can obtain the necessary materials.
Computer Tax will not automatically prepare 50-50 split returns
for 1972. In those few instances where such returns are desired,
primarily when pre-1970 capital loss carryovers are available, con
sult the tax department for a short-cut procedure for the preparation
of such returns.
Input Form 1.
State, county and city, if any, in which taxpayer resides is to be
entered on line 01-06. Note that taxpayer’s mailing address may
reflect one city even though he lives in an unincorporated area or
another city.
Input Form 2.
1973 Declaration of Estimated Tax
Option 1 (card 69) (1972 income tax liability) provides an esti
mate which will qualify for “exception 1.”
In using Option 3, where preparer provides an estimated tax
figure, the estimate should be net of the income tax to be with
held.
NOTE: Changed circumstances that will reduce withholding
should be considered, and an appropriate entry made in column 51
of line 13-02, so that reduced withholding will not defeat an other
wise safe estimate.
Computer Tax will “round up” the total estimate for 1973 so that
all four payments will be equal.
*The Preparer’s Identification Data section need not be com
pleted since Computer Tax prints the firm’s name and ID number
based upon information available in its master file.
Input Form 3.
The computer automatically treats Capital Gain Dividend Distribu
tions entered in the federal column of Form 3 properly under
California law. That is, amounts entered in the “qualifying,”
“Non-Qualifying,” and “Capital Gain” columns will be combined
and shown as “Dividends” in Form 540. If the total dividend reportable for California purposes is other than the aforementioned
amount, the F/S column must be used and the federal and state
dividend amounts entered on separate lines. When reporting a div
idend from a subchapter S corporation, be sure to enter an S in the
F/S column, since income from a subchapter S corporation for fed
eral purposes is entered on Form 7.
Input Form 5.
Computer Tax will automatically segregate (a) short-term and long
term transactions for federal purposes and (b) short-, medium-, and
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long-term transactions for California purposes based on the dates
given. When dates are incomplete, you must complete column 50 as
follows to indicate proper holding period:
S Short-term (assets held for six months or less for federal pur
poses and for one year or less for California purposes).
M Medium-term (assets held for more than one year but not
more than five years for California purposes; such assets will,
of course, be treated as held for more than six months for
federal purposes).
L Long-term (assets held for more than five years for California
purposes and more than six months for federal purposes).
Since sales of some assets may be short-term or medium-term for
California and long-term for federal, such sales may have to be
entered twice, making use of the F or S columns if complete dates
are not available.
An S, M, or L entry is optional when complete dates are given
except where tax treatment is inconsistent with holding period, for
example, nonbusiness bad debts and short sales. Use of the S, M, or
L entries and/or segregation within the schedule will facilitate the
determination of totals of long-, medium-, and short-term transac
tions.
* Lines 46-02, 03, 05 and 06 for capital loss carryovers are not to
be used. In lieu of completing those lines, lines 55-01 through 55-07
on Form 5C will be completed to prepare Form 4798 for federal
purposes only. Pro formas of Form 5C will have the data from the
1971 return already entered, if applicable. Such figures should be
checked against the 1971 return and/or IRS audit report for 1971, if
any.
*List all California capital loss carryovers on Form 35. Carryovers
for federal purposes from Forms 5 or 5C are not picked up for
California purposes. The diagnostic report for 1971 Computer Tax
returns indicates carryovers available to 1972. You need make no
distinction between pre-1971 and post-1970 amounts on Form 35.
*5. Input Form 5C.
This new form provides for the preparation of the following IRS
forms not previously prepared by Computer Tax:
a. Form 4798—Capital Loss Carryover—see discussion of Form 5
above.
b. Form 2441—Child and Dependent Care Expenses.
c. Form 2119—Sale or Exchange of Residence.
d. Form 4875—Presidential Election Campaign Fund Statement
(used to allocate $1 ($2 if joint return) of tax to political campaign
funds).
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6. Input Forms 6 and 6S.
Complete acquisition and disposition dates must be provided to
enable Computer Tax to determine whether gains and/or losses are
short- or long-term for federal purposes or short-, medium-, or
long-term for California purposes.
If taxpayer has net income arising from casualties or theft, see the
tax department. If taxpayer has a net loss from casualties or theft,
the components of the net loss are treated as follows:
a. Relating to personal-use type property:
(1) Losses are reported in the special section provided on Form
14.
(2) Gains are reported in the section provided for gains and
losses on property other than capital assets on Form 6.
b. The loss or gain pertaining to income-use-type property should be
shown at line 47-90 in the special section provided on Form 6.
The details of such transactions must be shown in a footnote or other
attachment such as federal Form 4684 and Schedule D-2 of Califor
nia Form 540.
Since California conformed one year later to the 1969 federal
changes to Sec. 1250, sales of real estate (acquired prior to 1971)
subject to depreciation recapture must be entered twice, using col
umn 44 on Form 6, or column 14, line 54-01 of Form 6S, to desig
nate each entry as either federal (F) or state (S). For California
purposes, the excess of accelerated depreciation over straight-line is
to be categorized as (a) “after 12/31/63 and before 1/1/71” and (b)
“after 12/31/70.”
*For federal purposes, sales of depreciable personal property and
real estate used in trade or business held for six months or less are to
be reported as sales of property other than capital assets on Form 6.
In the rare instance when such a sale is reported on the installment
basis, a supporting schedule must be provided on Form 17 and only
the reportable gain is entered on Form 6.
*For California purposes, all sales of depreciable personal prop
erty and real estate used in trade or business, regardless of holding
period, are to be treated as sales of Sec. 1231 property which must
be netted. A net gain is reportable as capital gain while a net loss is
reportable as an ordinary loss. At the present time neither Compu
ter Tax nor the state of California’s forms will result in a proper
computation if the taxpayer has Sec. 1231 transactions with different
holding periods. The state of California is revising its forms and it is
anticipated that Computer Tax will change its programs. Further
information will be provided when available.
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7. Input Form 7.
The portion of partnership income subject to self-employment tax is
entered in column 45 marked “Social Security.” The amount by
which partnership ordinary income differs from self-employment
income is entered in column 51 marked “Other Taxable Income.”
Specially allocated items such as additional first-year depreciation
will be entered in column 45 or 51, depending on whether or not
they are part of self-employment income.
Computer Tax will automatically compute earned income for
self-employment tax purposes from data provided elsewhere in the
return. Activity subject to self-employment tax must be indicated on
line 43-20, except when Forms 8 and 9 are submitted for a sole
proprietorship.
8. Input Form 9.
CAUTION: Lines 44-55, Pension and Profit-Sharing Plans, should
be used only for payments made on behalf of employees. Payments
made for the self-employed employer are to be entered on Form 18.
9. Input Form 11.
If accelerated depreciation is claimed on any real estate or on per
sonal property subject to a net lease and Computer Tax-computed
depreciation, the box in column 80 must be checked to treat the
excess of accelerated depreciation over straight-line depreciation as
a tax preference item.
*If depreciation method is (or ever was) changed from an acceler
ated method to straight-line, we must compute the depreciation. If
an asset is sold, or method of depreciation is changed, be sure that
precomputed depreciation on pro forma is eliminated, correct de
preciation entered and X in compute box (column 22) eliminated.
*To delete a depreciable asset from next year’s pro forma, check
the box in column 60.
*If the taxpayer wants to use ADR depreciation, we must prepare
IRS Form 4832 and/or Form 5006 and submit the total depreciation
figure to Computer Tax.
10. Input Form 12.
Separate Form 12s must be prepared for expenses deductible (a)
from gross income, (b) from partnership income, or (c) as itemized
deductions. Employees, other than outside salesmen, must take
expenses other than travel and local transportation expenses as
itemized deductions.
Provision is made for two different types of business expenses
relating to partnership income: those which reduce selfemployment income (such as those relating to a law practice), and
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those which do not reduce self-employment income (such as ex
penses relating to rental partnerships).
11. Input Forms 12A and 12B.
These forms may be used, in lieu of Form 12, to prepare Form 2106
(an optional form) to reflect all employee business expenses. Auto
expense computations for this form are quite detailed and provide
for allocation of expenses based on actual mileage rather than esti
mated percent of business usage.
Form 12B also provides for preparation of Form 3903 regarding
the deduction of moving expenses. For California purposes, the
moving expense deduction for moves to or away from California may
only be claimed to the extent of reported reimbursements.
12. Input Forms 14 and 14C.
Cash contributions and contributions of property (other than capital
gain property) to “50 percent charities” are to be shown on Form 14.
Contributions of tangible personal capital gain property not to be
used for the exempt function or purpose of the organization are to be
entered on Form 14 at fair market value reduced by 50 percent of
the unrealized long-term capital gain (for federal and California pur
poses). The reductions for 50 percent of the unrealized long-term
capital gain should be shown either as a separate entry or in a
supporting footnote (Form 17).
All other contributions of capital gain property should be reported
on lines 77-01 through 77-14 of Form 14C by entering the full fair
market value in column 45. Column 51 for “1/2 Cain Had Asset
Been Sold” need not be completed unless the election of the 50
percent limitation on contribution of capital gain property is made
by checking the box on line 77-00. If total contributions exceed 30
percent of adjusted gross income, consult the tax department re
garding the advisability of making the election.
*Unreimbursed out-of-pocket expenses incurred by a taxpayer on
behalf of a charitable organization are to be reflected as a cash
contribution qualifying for the 20 percent limitation on Form 14C.
Computer Tax will (a) compute the carryover(s) under the 30
percent and 50 percent limitations, (b) provide the information on
the diagnostic report and (c) carryforward to the 1973 pro formas.
*13. Input Form 15.
If client has investment credit carryover, enter such amount on line
91-04 and provide detail of the carryover in a footnote on Form 17.
Recapture of investment credit may be reflected on Form 15 if
recapture is to be paid. However, a separate schedule on Form 17
must be prepared if the recapture is to reduce investment credit
carryovers.
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14. Input Form 16.
Applicable tax preference information must be provided except that
Computer Tax computes the 50 percent capital gain deduction and
will automatically compute the excess of accelerated over straightline depreciation if “Compute” and “Excess Depr. Is Tax Prefer
ence” boxes are checked on Form 11. If any depreciation subject to
tax preference treatment is not computed by Computer Tax, you
will have to compute and enter on Form 16 the excess depreciation
subject to tax preference treatment.
The sick-pay exclusion will be computed by Computer Tax based
on data submitted in lines 94-01 through 94-04. We suggest that (a)
no calculation be made by us, and (b) the exclusion be ignored on
Form 99 and treated as an acceptable difference when the diagnostic

report is reviewed (see Item 5).
15. Input Form 17.
A footnote for California state return only may be obtained by plac
ing an S in the box in column 12 of Form 17. When so doing, any of
the category codes other than 83 and 84 (notes for state and city
only) may be used in columns 13 and 14.
16. Input Form 18.
Re: Underpayment of estimated income tax.
Check the box in column 13 of line 12-01 for preparation of Form
2210 if no Form 2210 exception applies.
*For computation of exceptions 1 and 2, furnish relevant data
from 1971 return on lines 12-02 through 12-10. Some of the data has
been entered on pro formas by Computer Tax, but lines 12-04 and
12-10 must be completed.
Computer Tax will determine the applicability of exceptions 3 and
4 when relevant data is furnished on lines 12-21 through 12-32.
Computer Tax will assume that—
(a) The installment payments were timely made on 4/17/72,
6/15/72, 9/15/72 and 1/15/73, if no entry is made on line 12-18.
(b) The total of 1972 payments (on estimated tax) and credits plus
any withholding reported on input Form 2 were made equally
for each period if no entry is made on line 12-19.
17. Input Forms 19 and 20.
Form 19 provides for reporting income from mineral interests in
cluding computation of percentage and/or cost depletion. Deprecia
tion of equipment related to mineral interests will be reflected on
Form 20.
*18. Input Form 22.
When this form becomes available, it will be used to prepare federal
Form 4848. Forms 2950 and 2950SE will not be required for 1972.
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*19. Input Form 99.
Form 99 provides a recap of capital gains and losses this year. If the
sick-pay exclusion, moving expense deduction, nonhighway federal
gas tax credit, investment credit, or investment credit recapture is
independently computed by us, the computed amount(s) is to be
entered on the applicable line(s) of the upper right corner of this
form. If Computer Tax is asked to compute any of these items, no
entry for the computed item should be made on this form.
20. California Returns (see separate Section 6 of Computer Tax Instruc
tion Guide).
a. Form 35 must be submitted for all clients requiring a California
return. (In some cases there will be no entries on the form.)
b. “Head of Household” election will automatically be applied for
California purposes when “Surviving Widow(er) with Dependent
Child” filing status (for federal return) is used on input Form 1.
c. Information regarding the dependent that qualifies taxpayer for
“Head of Household” status must be supplied on fines 10-01,
10-02, and 10-03 on Form 35. If the qualifying individual is fisted
on Form 1 as a dependent, an “F” should be entered in the “F”
or “S” column on Form 1 for that individual.
d. Pension and Annuity Income.
(1) The California law regarding pensions and annuities was re
vised for the year 1968. Briefly, all pensions and annuities
which commenced payment prior to January 1, 1968 will
continue to be handled under the old 3 percent rule. On the
other hand, any pensions and annuities that started after
December 31, 1967 will be reportable on the California re
turn in the same manner as on the federal return.
(2) When payment(s) commenced prior to January 1, 1968—
(a) Form 7 is used for reporting the income on the federal
return. SPECIAL NOTE: Be sure to place an “F” in the
“F” or “S” column. (The “F” should have been printed
on all pro formas.)
(b) Form 35 is used for reporting the income on the Califor
nia return.
(3) When payment(s) commenced after December 31, 1967,
Form 7 is used for reporting the income on both the federal
and California returns (therefore, no entry is required on
Form 35).
*e. In computing the California minimum tax, tax preferences are
reduced by the taxpayer’s “net business loss” in addition to the
$30,000 exclusion. The term “net business loss” means adjusted
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gross income (loss) less the itemized deductions relating to the
production of income which are ordinary and necessary expenses
(1) for the production or collection of income, (2) for the man
agement, conservation, or maintenance of property held for the
production of income, or (3) in connection with the determina
tion, collection, or refund of any tax. Employee business ex
penses, tax return preparation fees, and collection fees are com
mon examples of such expenses.
Computer Tax will automatically determine the taxpayer’s ad
justed gross income (loss). The adjustment for appropriate
itemized deductions is to be entered at line 10-12.
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Illustration 7-4 Internal Procedures
for the Use of a Computer Service to
Prepare Business Income Tax Returns

Tax Procedure 73-2

February 1973

Subject: Operating Procedures Re: The Use of Computer Tax for Business
Returns (Partnerships, Corporations, and Fiduciaries)
Contents
Introduction
General Instructions for Preparation of Computer Tax Forms
Instructions for Preparation of Computer Tax Forms
Submission for Reviews and Forwarding to Computer Tax
Post-Computer Tax Procedures
California Returns

Introduction
Computer Tax will prepare federal partnership, corporation, and
fiduciary returns beginning with calendar year 1972 returns. Fiscal year
returns for years beginning after 1/1/72 will also be prepared. Computer
Tax will begin processing California returns later this year.
The Computer Tax input forms for partnerships and corporations are
filed by page number by type of entity in a special file in Room B-4 of the
tax department. Collated sets of the partnership and corporation forms
are available in room B-4 and the west staff room. Forms for fiduciary
returns will be in room B-4 when available. Please notify supply clerk if
you see that the supply of a particular form is running low.
General Instructions for Preparation of Computer Tax Forms
All personnel preparing Computer Tax business returns should read
and be familiar with the Computer Tax Business Returns Instruction
Guide. Only a limited number have been purchased and placed in the
staff rooms. Please do not remove them from the office.
There are six common input forms that can be used for partnership,
corporation, and fiduciary returns. These are identified by the prefix PCF
(for example, Form PCF14, Depreciation). In addition, there are separate
partnership, corporation, and fiduciary forms—identified by the letters P,
C, and F, respectively. You may use input forms with a P or PCF prefix
for partnership returns; C or PCF for corporation returns; and F or PCF
for fiduciary returns.
Certain sections and categories on the six common PCF forms are
applicable only to one or two types of returns, and are identified by the
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applicable letter prefixes printed next to the section or category title. (See
category titles at the top of Form PCF14.)
The preparation of the Computer Tax forms for business returns is very
similar to the preparation of a return on the government forms except that
less writing is required. Procedures for completing Computer Tax forms
for business returns are similar to those for individual returns—therefore,
only significant differences will be discussed in this procedure. Descrip
tive data and figures are entered in the same manner as for Computer Tax
individual returns.
Computer Tax uses detailed information, when furnished, to make
computations. Special instructions, however, apply to the optional lines
on input Forms P3, C3, and F3, which correspond to the lines on page 1
of Forms 1065, 1120, and 1041, respectively (example: line 14-74 for
depreciation on Forms C3 and P3). Optional entries should be handled on
optional lines as follows:

1.

2.
3.

Leave the line blank if you want Computer Tax to compute the ap
plicable amount using detailed entries on the associated input forms.
Enter the applicable amount if you do not submit detail.
Enter the applicable amount if you submit detailed information for
the purpose of obtaining a printout of the supporting schedule or
statement only. (Your entry overrides the Computer Tax computa
tion, if different. In such case, you are alerted to the difference in the
diagnostic report.)

This procedure used on Forms P3, C3, and F3 only, is exactly the reverse
of the approach in the individual tax system. The assumption is that
entries on Forms P3, C3, and F3 are from a closed set of books. To
override entries on these forms where detail differs would normally be a
poor assumption by Computer Tax.

Instructions for Preparation of Computer Tax Forms
1. Taxpayer’s name (may be abbreviated) should be entered in taxpayer
box of each Computer Tax form used other than appropriate Form 1
which reflects the taxpayer’s full name.
2. The taxpayer’s client number will be entered on line 10-02 of Form 1.
3. Any attachments which must be prepared in connection with a Com
puter Tax-processed return should be prepared on the proper forms.
4. The footnotes for business returns are entered on Form PCF26 and
are printed following the last detail statement in support of the return
rather than after the section(s) of the return to which they relate, as
for individual returns. Therefore, it is recommended that footnotes
be numbered to provide an easy cross-reference.
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5. When Computer Tax forms are completed, they are to be assembled
in numerical sequence. When you submit more than one rental prop
erty or farm schedule on partnership returns, assemble Form PCF14
(depreciation schedule) immediately following the related Form P6
(rents) or Form P11 (form expenses). The entry of a Related Property
Number is not required as in the individual tax system. After assem
bly, staple the set together at the top left margin of Form P1, C1, or
F1 and number all of the input forms in sequence in the Sheet No.
box: 01, 02, 03, and so on. Enter the total number of input forms in
the upper right-hand comer of Form P1, C1, or F1.
Submission for Reviews and Forwarding to Computer Tax
1. The green “Income Tax Return Control Sheet” will indicate
schedules and other forms which are to be attached when return is
received from Computer Tax.
2. Supporting schedules and governmental forms not prepared by
Computer Tax will be prepared along with input sheets unless com
pleted return is needed for their completion. Any forms to be com
pleted when return comes back from Computer Tax will be noted on
the “Income Tax Return Control Sheet.”
3. After the Computer Tax forms are completed, the preparer will as
semble and clip together a return package consisting of—
a. Income Tax Return Control Sheet.
b. Computer Tax forms.
c. All of the necessary attachments for the return, including
schedules and any forms not provided by Computer Tax.
d. Appropriate Tax Return Preparer’s Review Sheet.
e. For corporations, the 1972 DET card, if any, and the new 1973
DET card, if the partner desires.
f. The duplicate of the prior year’s income tax return.
4. The above return package should be placed in the client’s pencil-copy
ITR file; the file is to be returned to the file room and the partner or
assigned reviewer notified.
5. In performing the detailed review, the reviewer will review the ap
propriate Tax Return Preparer’s Review Sheet using the appropriate
“Review Procedure” as a guide.
6. After data and input sheets are reviewed, the reviewer will—
a. Sign the Income Tax Return Control Sheet.
b. Submit the package to the tax department for review.
The tax department reviewer will indicate his approval on the Income
Tax Return Control Sheet and in the “Preparer’s Information Area,”
input Form 1, and then submit the package for forwarding to Compu
ter Tax and other processing.
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If the tax department reviewer wishes to examine the completed
return, he should delay indicating approval on the Control Sheet
until such subsequent examination.

Post-Computer-Tax Procedures
1. Completed tax returns, as received from Computer Tax (together
with retained attachments), should be submitted to the reviewer of
the data for his review (as below). The return assembler should list
the date the returns were received from Computer Tax and the re
viewer to whom the return was forwarded. If the assembler does not
receive the return from the reviewer within three working days, the
assembler must find out why not.
2. The reviewer or his designee will check the return for the following:
a. Resolving discrepancies noted on Computer Tax diagnostic report.
b. Certain key-punching must be verified against submitted data
since it does not enter into the predetermined figures such as
taxable income or the entity’s balance sheet. These include—
(1) Social Security number(s) and employer identification number(s).
(2) Depreciation schedule dates.
(3) Capital gain and loss dates.
(4) Estimated tax payments (corporations).
(5) Tax preference items.
c. Spelling, completeness of footnotes, and so forth.
d. Reasonableness of tax computations by Computer Tax.
e. Responsibility for error requiring rerun; determine whether error
was ours or Computer Tax’s. (We must pay only for reruns caused
by our input errors.)
3. If a return has to be changed—
a. Prepare Computer Tax change request form according to page 2-6
of the Instruction Guide or if the change is relatively simple, the
change may be phoned in to Computer Tax.
b. Some minor changes may be made internally rather than by re
questing Computer Tax to rerun, especially if the error was ours.
4. Corporate estimated tax payments for 1973 will have been computed
by Computer Tax based on information submitted on Form C22. The
1973 DET card will be filled out completely by the preparer except
for the portion referring to mailing, filing, and delivery.
5. After the return is checked by the reviewer, any changes, additional
forms and schedules required, and the client’s filing instructions will
be completed by the original preparer or other available staff member
and resubmitted to the reviewer.
6. If the Control Sheet lacks tax department approval or if substantial
changes were made, the reviewer will then submit the return, input
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7.
8.

sheets, and DET cards to the tax department reviewer for scrutiny
and delivery to the return assembler. In all other cases, the reviewer
will submit the return directly for assembly. The assembler will ex
amine the special instructions section of the Control Sheet to see if
there are any forms or schedules to be inserted or attached to the tax
return. After any necessary insertions have been made, the assembler
will stamp “Taxpayer’s Copy,” “Duplicate,” and so forth, prepare the
mailing envelopes, and then forward the returns to the partner (or in
his absence, to his secretary) for the partner’s signature.
The partner who signs a return is responsible for verifying that all
filing, mailing, and other instructions are properly prepared.
After the return is signed by the responsible partner, the return
package is to be submitted to the tax return assembler for recording
on the master list and for mailing, filing, or delivery. If the
assembler’s handling is bypassed, the duplicate copy, together with a
memo as to date mailed, and so forth, is to be transmitted to the
assembler for recording.

California Returns
Until Computer Tax begins processing California returns, California
returns will ordinarily be prepared by attaching a copy of the federal
return to the California return form as indicated below:

A. Partnerships.
If the taxable income reportable by the partners is the same for
federal and state purposes, only pages 1 and 4 of Form 565 need be
prepared as follows:
1. Page 1.
a. Complete descriptive data.
b. Enter ordinary income on line 26 with notation “Per Federal
Form 1065 Attached.”
2. Page 4.
a. Enter notation “Per Federal Form 1065 Attached” across bal
ance sheet.
b. Answer questions at bottom of the page.
The completed pages 1 and 4 will be attached to a copy of the
federal return including copies of all Schedules K-1.
If the only difference between California and federal is the treat
ment of dividend income, the above procedure may be followed with
the following modification:

Page 1.
Page 4.
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Enter federal ordinary income plus dividend income on
line 26, and enter notation “See Question O on page 4.”
Complete Question O as follows:
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O. Enter the ordinary income (or loss) shown on this organization’s federal Form 1065
for the calendar or fiscal year stated hereon ................................................. $10,200
(Explain below, or in a separate schedule if necessary, any difference
between federal ordinary income or loss and line 26 on page 1)
Ordinary income per federal Form 1065 .......................... $10,000
Dividend income per federal Form 1065 ..........................
200
California ordinary income .............................................. $10,200

Page 3.

Federal Form 1065, modify Schedule K as follows:

List the number of partners in the partnership ................
Partnership’s distributive share items
1 Salary, interest, and ordinary income (loss)
(total of lines 14 and 26, page 1) .....................................
2 Additional first-year depreciation (line 1, Schedule J) ..
3 Dividends qualifying for exclusion (attach list)...............

California if
Different

Total

10,200

10,000

0

200

Federal Schedule K-1 should be modified as follows:
______________ a. Distributive share item______________
1 Salary, interest, and ordinary income (loss) ....................
2 Additional first-year depreciation .....................................
3 Dividends .............................................................................

California
If Different b. Amount
5,000
5,100

100

If other differences exist, such as different depreciation for federal
and state purposes, it may be necessary to prepare a complete
California return. It is possible that portions of the federal return,
such as the listing of other deductions, may be cannibalized for the
California return. If the partnership has gains or losses from the sale
of Sec. 1231 (actually California Secs. 18181-82) or capital gain prop
erty or casualty gains and losses, California Schedules D (Form 565),
D-1 (Form 540), D-2 (Form 540) and K (Form 565) should be pre
pared to properly reflect the three California holding periods for such
properties, which are as follows:
1. Short-term—assets held for one year or less.
2. Medium-term—assets held for more than one year but not more
than five years.
3. Long-term—assets held for more than five years.
Since California conformed one year later to the 1969 federal
changes to Sec. 1250, depreciation recapture arising from sales of real
estate (acquired prior to 1971) will differ from amounts reflected in
the federal return. For California purposes, the excess of accelerated
depreciation over straight-line is to be categorized as (a) “after
12/31/63 and before 1/1/71” and (b) “after 12/31/70.”
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For federal purposes, sales of depreciable personal property and
real estate used in trade or business held for six months or less are
reported as sales or property other than capital assets. However, for
California purposes, all sales of depreciable personal property and
real estate used in trade or business, regardless of holding period, are
treated as sales of Sec. 1231 property.
The California partnership return requires information as to
whether or not the partners are California residents. If the partners
are all either residents or nonresidents, this information can be given
in a footnote to the return. If some are residents and others nonresi
dents, the proper classification should be indicated on each Schedule
K-1 submitted with the California return.
At the present time, California forms Schedules D-1 and D-2 do
not properly provide for short-term Sec. 1231 and short-term casualty
transactions. The state of California is revising its forms. Further
information will be provided when available.
California Schedule K (Form 565) will have to be modified as fol
lows to properly reflect short-term Sec. 1231 and casualty transac
tions:
Partner’s share of:

Partner A

Partner B

9. Net gain (or loss) from sale or ex
change of property under Sections
18181-82: Short-term
(Medium-Term)
(a) Schedule D-1 (Form 540), line 6
(b) Schedule D-1 (Form 540), line 8
(Long-term)
10. Net gain (or loss) from involuntary
conversion of property under Sections
18181-82: Short-term
(Medium-term)
(a) Schedule D-1 (Form 540), line 2
(b) Schedule D-1 (Form 540), line 4
(Long-term)

When California Schedule K is prepared, investment interest ex
pense and net investment income must be reflected, if applicable, on
Schedule K as follows:
Net investment income

15. Other (total—attach itemized list)
16. Specially allocated items (attach
statement)
(a) Capital gain (or loss)
(1) 1 year or less
(2) Over 1 year—not more than 5
(3) More than 5 years
(b) Ordinary gain (or loss)
(c) Other investment interest
expense
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Or, if there are other specifically allocated items, investment interest
expense may be reflected on a schedule in support of\item 16c reflecting
the specially allocated items with allocation to individual partners
indicated.

B. Corporations.
1. Enter federal taxable income before special deductions (final figure
on Form C3) on line 28, page 2, California Form 100, and enter
notation “Per Federal Form 1120 Attached.”
2. Complete balance of page 2 and any necessary supporting
schedules to arrive at “Net Income after State Adjustments.”
3. Complete page 1 and Schedule T on page 3.
4. Place the notation “Per Federal Form 1120 Attached” on page 4.
C. Special Problems.

Partnerships
1. Computer Tax will automatically provide four full copies (with
Schedules K-1) of Form 1065 to be utilized as follows:
a. One copy for IRS.
b. One copy for partnership’s files.
c. One copy for our files.
d. One copy for the state return.
In addition, Computer Tax will provide an extra set of Schedules
K-1 to be given to the individual partners.
If additional copies of the partnership return are required for
distribution to partners, additional sets of four copies each may be
obtained. Since each additional set of four Schedules K-1 costs 25
cents per partner, it is recommended that the additional sets of
returns be ordered without Schedules K-1. In such case, we will
provide each partner with a copy of the basic return including the
summary Schedule K and his own Schedule K-1.
2. Input Form P1.
Indicate the IRS office where return is to be filed in columns 16
and 17 of line 01-10.
Additional sets of returns may be ordered at columns 63 and 64
in the upper right hand comer (see discussion above).
We will use our own instruction letters for transmitting tax re
turns. Therefore, “Instructions for Filing Letter” box on the right
hand side of page 1 will not be checked.
3. Input Form P25.
Ordinarily Computer Tax will be able to balance the partners’
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capital accounts automatically. The chart on page 7-43 demon
strates how various items of income and expense, excluded from
ordinary income, are reflected in the capital account reconcilia
tion. If a partnership has other Schedule M adjustments, however,
it will be necessary to compute the total amounts allocated to
partners to be entered as (a) “Income Not in Column c 4- Nontaxa
ble Income” (column d) and (b) “Losses Not Included in Column c
+ Unallowable Deductions” (column e). An example of such ad
justment might be “prepaid rent” which is reported as taxable
income but deferred for book purposes, necessitating an entry for
an “Unallowable Deduction” to balance the capital accounts with
the books.
If the partnership has nontaxable income and/or unallowable
deductions, columns d and e, respectively, will have to be com
pleted taking into account specially allocated items in order to
balance the partners’ capital accounts properly.
Investment interest expense is to be entered in the section for
“Other Deductions Not Included Elsewhere on Return.”
Investment interest expense is not to be included as an expense in
the computation of ordinary income on Form P3 or the computa
tion of rental income on Form P6.
Net investment income is to be reflected in the “Other Income
Not Included Elsewhere on Return” section as indicated below:

Spec.
Alloc.
(16)

OTHER INCOME NOT INCLUDED
ELSEWHERE ON RETURN
Amount
(Schedule K-1; Schedule M—Column d.)
(17)
(60) (61

30

51

A

(1)□

Net Investment Income

100

30

52

B

(1) □

Net Investment Income

200

30

53

C

(1) □

Net Investment Income

300

30
30

54
55

D

(1)

Net Investment Income

400

E

(1) □

30

56

F

(1)0

30

57

G

(1) □

The net investment income amounts may be carried short as
indicated above to prevent the use of such figures in the capital
account reconciliation since such amounts are included in ordinary
income. If the net investment income is entered in the amount
column, column d of Schedule M must be completed in order to
override the automatic inclusion of this item in the capital account
reconciliation.
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Corporations
1. Input Form C1.
The “Instructions for Filing Information” section will not be
completed since we will use our own instructions to clients.
2. Input Form C2.
Computer Tax will only accept one Form C2 for corporations, so
if the corporation owns 50 percent or more of the stock of more
than one corporation, enter “See Footnote___ ” at column 16 of
line 03-07 and give details in footnote on Form PCF26. Similarly, a
footnote should be used to list shareholders who own 50 percent or
more of the corporation’s stock.
3. Input Form C21.
This form need not be prepared unless the taxpayer is a personal
holding company, in which case the personal holding company tax
must be entered on line 97-10.
If the form is prepared for convenience or other reasons, it
should be submitted to Computer Tax.

All Entities
1. Input Forms PCF7 (Short- and Long-Term Capital Gains and
Losses), PCF9(Gains on Installment Sales), PCF14 (Depreciation),
and PCF18 (Tax Credits and Investment Credit Recapture) are
similar to equivalent Computer Tax forms for individual returns.
2. Input Form PCF8 (Gains and Losses From Sales or Exchanges of
Property).
Enter one of the asset category codes in column 16 for each
transaction.
CARD

(14)

T
Y
P
E

L
I
N
E

u
x

(9)

(11)

11

01
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(13) (16) (17)

ASSET CATEGORY CODE

Enter Proper Code for Each Transaction
A Sec. 1250—Residential Rental Property
B Sec. 1250—National Housing Act Property
C Sec. 1250—Nonresidential Property
D Sec. 1245—Nonfarm Assets
E Sec. 1245—Farm Assets (Nonlivestock)
F Sec. 1245—Cattle & Horses
G Sec. 1245—Other Livestock
H Sec. 1231
J Property Other Than Capital Assets

Description

(40)

Illustration 7-4

The three columns for accumulated depreciation or Form PCF8
are meant to cover all situations involving depreciation that is
subject, or not subject, to recapture.
Not Subject to Recapture: In the first column include deprecia
tion for—
Sec. 1250 Assets: All depreciation prior to January 1, 1964, and all
straight-line depreciation after December 31, 1963.

Sec. 1245 Assets: All depreciation prior to January 1, 1962 (July 1,
1963, for elevators and escalators), except livestock, and all depre
ciation prior to January 1, 1970, for livestock.
Pre-1970 Subject to Recapture: In the second column, include
all recapturable depreciation after January 1, 1962, July 1, 1963, or
January 1, 1964, but prior to January 1, 1970.
Post-1969 Subject to Recapture: In the third column, include all
depreciation subject to recapture deducted after December 31,
1969.

ACCUMULATED DEPRECIATION
Subject to Recapture
L
I
N
E

(11) (21)

Not
Subject
to
Recapture
(See Instructions)

Post-1969

Pre-1970

(31)

(41)

011
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for Preparation of Individual
Income Tax Returns

Individual Return Preparation Procedure

INTERVIEW
1. When the client comes in, the receptionist should identify who it
is, ask the client to have a seat, and offer a cup of coffee.
2. The receptionist should call the interviewer and notify him that
the client is in, and should follow the interviewer’s instructions, for
example, “Just a minute,” or “Bring him on back,” or “I’ll be there
in a minute.”
3. When the interviewer is ready, the receptionist should take the
client and the client’s tax file to the interviewer’s office.
4. As the interview is conducted, the interviewer should obtain the
following information if it is not already in the file:
a. Client’s birthdate year, both for husband and wife.
b. A telephone number at which the client can be reached.
5. After the interview, the interviewer determines the status of the
return:
a. Ready to work.
b. Waiting for information.
6. Interviewer enters interview time on the routing sheets.
7. Routing sheets are also used to show the processing procedure:
a. Xerox.
b. Type (if desired).
c. Data Processing.
8. Any special instructions are also entered at this time by the inter
viewer:
a. Extra copies of return.
b. Mail return.
c. Deliver return.
d. Return to be picked up by client.
e. Billing, whether immediately or EOM (end of month).
9. Interviewer takes tax file back to front desk and does the following:
a. Signs the return in on the Sign-Up Book, last name first,
date, and a sequence number, and gives the status of return.
b. Writes the sequence number on the upper right-hand corner
of the routing sheets—all copies.
c. Pulls the white routing sheet.
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d. Enters on the white copy the status RTW or WFI just below
the “Interview” column.1
e. Files the white copy, alphabetically, in the Control Book.
f. Files the tax folder in the proper drawer (RTW or WFI),
alphabetically.

PREPARER
1. Preparer goes to front desk and selects the first return (lowest
numbered) shown in the Sign-Up Book, which does not have an
initial and date shown in the “Preparer” column and which shows
“RTW.”
2. He enters his initial and date in the “Preparer” column.
3. He then selects the tax folder from the RTW drawer.
4. In the Control Book and on a white sheet, he enters the date and
his initial in the “Prepared” column.
5. In some cases, preparers will be given a list of returns that partners
think they can do easily. Preparers should select the lowestnumbered return of that group to prepare first, and follow the
same procedure as above.
6. In no event should the preparer take more than one return at a
time.
7. If interviewer obtained all necessary information and the return is
completed, the preparer should do the following:
a. Take the tax file, placing pink and yellow sheets, followed by
all papers inside folder, and put it in the “Ready for Math
Check” drawer at the rear of all other returns in the drawer
(returns are thus in prepared sequence and not filed al
phabetically).
b. In Control Book mark in the “Prepared” column, on “Hours”
space, the date he placed the file in the “Math Check”
drawer.
8. If preparer finds that some information is missing, he should do
the following:
a. Prepare a sheet of paper (8½ x 11) recording the client’s
name, telephone number, and list of questions.
b. Take the question sheet to the interviewer for his follow-up.
c. Place tax file, with all papers inside, in “Waiting for Informa
tion” drawer, alphabetically.
d. On the white copy of routing sheet in the Control Book, he
notes WFI and date below the bottom fine of the “Prepared”
column.*
1RTW means Ready to Work, while WFI means Waiting for Information.
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9. After the interviewer finds answers to questions, the question
sheet is returned to the preparer.
a. The preparer gets the tax file.
b. The preparer draws line through the WFI and date recorded
beneath bottom line of “Prepared” column.
c. The return is completed and procedure in 7 above is fol
lowed.
10. The above routines should be followed whether returns are to be
photocopied or computer processed, except that for computerprocessed returns, the prepared return is placed in the “Review”
drawer rather than the “Math Check” drawer.

MATH CHECKING
1. There should be time assigned for math checking.
2. Math checkers are primarily responsible to see that figures are
added and subtracted properly, and that figures agree with inter
viewers’ worksheets. Also, the tax computation should be checked.
3. Math checkers should do the following:
a. Select the front return from the “Math Check” drawer.
b. Enter in Control Book, on the white copy, the date he takes
the return and his initial.
c. Any errors should be noted on an 8½ x 11 sheet of paper,
showing client’s name, date of the check, and errors found.
d. If errors are found, the file should be returned to the pre
parer. Below the “Math Check” column on the white sheet
in Control Book, Rtn Prep. and the date should be written.
e. If return is mathematically correct, file should be placed in
“Review” drawer, at back of other files.
f. In Control Book, in “Math Check” column, “Hours” line,
date when the file was placed in the “Review” drawer should
be indicated.
4. No more than three returns should be taken at a time for math
checking.

REVIEWER
1. The reviewer (usually a partner) should take the front returns in
the “Review” drawer.
2. In the Control Book, on the white sheet, he should mark date and
initial in the “Reviewed” column.
3. Upon completion of the review, and no errors found, the return is
ready for processing. The reviewer then places the file in its
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proper assembly location—Xerox box or drawer marked “Comput
er Process.”
4. In the Control Book, the white sheet is marked in the “Review”
column, “Hours” line, with the date the return is ready for proces
sing.
5. If errors are found, the following should be done:
a. A list of errors should be prepared on an 8½ x 11 sheet. All
error or question sheets are to be made a part of the working
papers.
b. The reviewer should indicate the date and the symbols Rtn
Prep. in the “Typed” column on the white sheet in the Con
trol Book.
c. The preparer will then correct and give return to reviewer
again. On the blue copy, a line should be drawn through the
date and Rtn Prep symbols should be placed in the “Typed”
column.
d. The reviewer will recheck, and if no errors are found, the
procedure in 3 and 4 above should be followed and a line
drawn through Rtn Prep.

ASSEMBLY
1. Returns to be photocopied are picked up from the bin at the front
desk. No notation is to be made on the blue sheet at this time.
2. After photocopying and assembling the returns, the completed
package is reviewed for inclusion of W-2s, estimated tax declara
tion, schedules, and letter of transmittal.
3. If the return has not been billed, a note should be attached to that
effect on the return. The completed package is taken to the partner
responsible, who bills if required, reviews, and signs the letter of
transmittal.
4. Returns to be computer processed are sent out of the office in
accordance with a separate instruction.
5. Returns back from computer processing will also go to the assem
bly desk, where associated schedules will be attached, the esti
mate prepared, and the letter of transmittal attached. The same
procedure as 3 above will then be followed.
6. The assembler should keep a list of the returns completed and
distributed to the partners during the day, and note on the white
sheet, Control Book, the date in the “Hours” line of the “Photo
copy Assem.” column.
7. If there were special instructions pertaining to delivering the re
turns, or mailing to a special address, or pick up by the client, the
assembler should so note on the completed returns.
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COMPLETED RETURNS
1. After the partner reviews the completed return and signs the letter
of transmittal, the return and file are taken to the front desk. The
file is then placed in a bin to be filed alphabetically in a drawer of
completed returns. The completed return is then ready for the
client, following instructions set forth, and for mailing if no special
instructions are given. Returns ready for this final step should be
noted on the white sheet, Control Book, and in the space below
the columns, write the word “Complete” and the date.
2. Returns to be mailed, as they are mailed, should be logged out in
the Sign-Out Log, using “Mld 1/7” adjacent to the name, and for
each of the columns—federal, state, estimate. If there is no esti
mate, or no state, indicate “none” in the column.
3. Returns to be delivered are given to the person who will deliver
them, and when they are taken out of the office, the notation “Dlv.
1/7” made.
4. Returns to be picked up are filed in the “Sign-Up” drawer, after
first notifying the client that the returns are ready. The client may
be notified either by phone or postcard. When they are picked up,
the return should be logged in the Log-Out book.
5. Some clients who come to pick up their returns may want to write
their checks immediately. The preparer should offer to have the
checks typed for them, if they wish.
6. In all cases, the unpleasant task of paying taxes should be made as
pleasant as possible.
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Illustration 7-6 Standard Transmittal Form
With instructions for Filing an
Individual Income Tax Return

Instructions for Individual Income Tax Returns
FEDERAL INCOME TAX RETURNFORM 1040

DECLARATION OF ESTIMATED
TAX—FORM 1040-ES

1. Signature:
You and your wife sign and date the re
turn at the red “X” marks.

1. Signature:
You and your wife sign and date voucher
1 at the red “X” marks.

2. Payment:
□
Make a check for $________ pay
able to Internal Revenue Service
and attach it to the original federal
return, Form 1040.
□ No check is necessary, since you
have overpaid your tax.

2. Payments (do not combine with payment
for Form 1040):

A refund of $_______ has been
requested.
A credit of $______ is being ap
plied against your next year’s
estimated taxes.

□

See special instructions.

3. Mailing instructions:
Mail to Internal Revenue Service, 1160
West 1200 South Street, Ogden, Utah
84405, so that it will be postmarked by
April 15.
CALIFORNIA INCOME TAX RETURNFORM 540

1. Signature:
You and your wife sign and date the re
turn at the red “X” marks.

Make checks payable to Internal Rev
enue Service. Mail to Internal Revenue
Service, 1160 West 1200 South Street,
Ogden, Utah 84405, with the voucher as
follows:
Voucher 1
□ $________ postmark by April 15.
□ No check due.

Voucher 2
□ $________ postmark by June 15.
□ No check due.
Voucher 3
□ $________ postmark by Sept. 15.
□ No check due.
Voucher 4
□ $________ postmark by Jan. 15.
□
No check due.

SPECIAL INSTRUCTIONS

2. Payment:
□
Make a check for $________ pay
able to Franchise Tax Board and at
tach it to the original state return,
Form 540.
□ No check is necessary since no tax
is due.
PLEASE NOTE:

3. Mailing Instructions:
Mail to Franchise Tax Board, Sac
ramento, California 95814, so that it will
be postmarked by April 15.

1. Addressed envelopes are enclosed for
your convenience.
2. Be sure to put your return address and
sufficient postage on the envelopes.
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Reminder Sheet to Accompany
Form 1040

Client Reminder Sheet
Please review this return carefully. If you have any questions, please
call us immediately.
ESTIMATE REQUIREMENTS: If you do not file an estimate, but it
becomes apparent that one should have been filed due to the size or
nature of your income, you should immediately contact us regarding filing
an estimate. If you do file an estimate, and the amount of your income or
deductions materially changes, you may want to check with us as to
whether you should amend your estimate at the next quarterly payment
date.
RECORD-KEEPING: The major burden of proving the facts reported
on your income tax return rests with you.
Preserve all canceled checks, check stubs, contracts, receipts, business
expense records, and so forth, by years if possible, for at least four years.
If you have travel and entertainment expenses, you must keep a day-byday record, supported by receipts on all lodging and all items over $25, of
the amount and purpose of each disbursement. If a car, a vacation cabin,
or anything similar is used for both business and personal purposes, keep
a mileage log, a guest register, etc., in addition to a record of expenses for
operation and maintenance. Be able to explain the source of all amounts
you have spent, and all your bank deposits. If an item is nontaxable (such
as a gift, loan repayment, etc.) keep a record of the reasons why you
believe it to be so.
TAX AUDITS: The fact that your return is selected for audit by the IRS
does not mean that there is anything wrong with it. In your own interest,
though, it is advisable to contact us early in the audit. Often, small mat
ters develop into large ones because of misunderstanding of questions
asked or of the type of proof reasonably required by the tax authorities.
IN ANY CASE, CONTACT US BEFORE SIGNING ANY WAIVERS
OR AGREEMENTS OF ANY TYPE.
Even though a deficiency should be proposed by the examining rev
enue agent, you have extensive rights of appeal. Many areas of tax prac
tice are controversial and many transactions fall into these controversial
areas. You are not required to pay any more tax than the law requires, but
it is often necessary to argue a little to establish what amount it is that the
law may reasonably be construed to require. Our fee for representing you
in the event of an audit of your return will depend upon the time required
and the amount of potential deficiency involved.
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The IRS Audit
Preventing Client Disillusionment

Some two million returns are audited by IRS in a typical year.
While this is a small percentage of the 90 million or so income
tax returns filed, the IRS audit represents a crucial stage in the
practitioner’s relationship with his client. One effect of the audit
may be that the client loses confidence in the practitioner, and
thus ceases either to be a good client or to be a client at all. On
the other hand, the effect of the audit may be to reinforce the
confidence the client has in the practitioner. Which it shall be
is in part due to luck but is also due in part to the practitioner.
The first step in making the tax audit a positive, rather than a
negative, factor in the relationship with a client is taken when
the return is being prepared. The return is the client’s return, not
the CPA’s. Some clients expect a return prepared by an expert to
have as its main objective the avoidance of any controversy with
the IRS. Others go to an expert in order to save taxes and read
ily understand that saving taxes may involve some argument.
When the client is interviewed, it should be made clear to him
that preparation of a return involves making a number of deci
sions where there are no clear-cut, right or wrong answers. On
an individual return, this might involve such relatively simple
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matters as claiming charitable contribution deductions for cash
dropped into the collection plate at churches attended when
traveling, estimates of sales tax and gas tax, and loss determina
tions for minor casualty losses. At a more involved level, there
may be a question whether gain on the sale of real estate is
ordinary income (due to frequency of realty transactions) or
capital gain. Is the compensation of corporate officers reasonable?
Are earnings being unreasonably accumulated? What is a “reason
able” addition to a reserve for bad debts? Between problems of
proof and questions of how to interpret facts, there is scarcely a
return beyond the 1040A level for which some decisions don’t
have to be made.

Tax Controversy Potential
Preparation of a tax return also involves client communications.
Before he signs any tax return, the client should be specifically
informed of items on the return whose treatment may be subject
to challenge by IRS. A tax-controversy-potential work sheet (Il
lustration 8-1) should be prepared and reviewed with the client
each year, and a notation that such review took place should be
made on the work sheet. If not, a letter or memo should be sent
to the client setting forth the information on the work sheet and
its significance.
The client generally evaluates the CPA’s tax ability by the
reduction achieved in his taxability. (Where the client wants his
return prepared more conservatively, this fact should be noted in
his file, and the CPA should proceed accordingly.) The use of the
tax-controversy-potential work sheet is, in part, related to com
municating to the client the tax saving obtained for him. Because
of the CPA’s aggressive tax planning and resolution of doubts in
favor of this client, he pays $70,000 less income tax than he
would have paid if the most conservative approach possible had
been adopted. He must be told this, and must be warned that if
and when the IRS audits his return, the IRS may want some or
all of that $70,000, plus interest. The CPA, of course, will be there
to fight the matter on his behalf and salvage at least part of that
$70,000 for him.
When the CPA shows a client that he has just saved him
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$70,000, the client is not as likely to feel that a $3,500 fee is
exorbitant as when he feels that a mere clerical chore was per
formed. And when the IRS proposes a deficiency of $40,000 in
its 30-day letter, the client does not feel that he has been let
down. He knew this might happen—in fact, he has already,
through the CPA’s efforts in dealing with the revenue agent,
permanently captured $30,000 of the $70,000—and can look for
ward, with the CPA’s help, possibly to retaining $20- to $30,000
of the balance.
Thus, the preparation of a tax return is the first step in an ad
vocacy proceeding and not the last step of an independent audit.
This philosophy should underlie the approach in preparing and
reviewing returns and should be communicated to the client.
If this is done properly, the IRS audit becomes a positive factor
in client relationships.
In addition, of course, the client bulletin (chapter 14) that the
CPA mails to his clients will have stressed the point that in tax
matters there are many shades of grey, but relatively few pure
blacks or pure whites. Through the bulletin, his clients will have
been educated to the fact that the IRS often assumes attitudes
that, on appeal, are often modified by the Appellate Division or
reversed by the courts. Thus, clients will not view the individual
revenue agent as speaking with a voice of unimpeachable author
ity. The fact that he takes issue with something the CPA has
said or done will, therefore, not strike them as proving that the
CPA is wrong.
Even if the CPA feels constrained to accept the proposed de
ficiency without argument, clients can understand as an explana
tion that (a) the cost of contesting the deficiency would be
greater than the reduction that could be obtained by arguing;
or (b) court decisions reached since the return was prepared
have clarified, to the client’s disadvantage, what had been a
murky area (for example, medical expense deductions based on
travel, prior to the Bilder1 decision of the Supreme Court, when
the returns were audited after the Supreme Court decision); or
(c) accepting a deficiency on one point was the quid pro quo for
not having one proposed on another point as well.
1 Sally L. Bilder, 369 US 499 (1962), rev’g CA-3, 289 F2d 291 (1961).
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Revenue Agent Audits

The bulk of tax practice beyond return preparation takes place
at the level of the revenue agent audit. The best way to dispose
of a tax case is to avoid any audit. The next best way is to settle
the case with the revenue agent. And that is where something
like 98 out of 100 cases do get settled.
There is no standard formula that will produce optimum agentpractitioner relationships under all circumstances since situations
and personalities differ in all cases. However, the CPA should try
to understand the agent’s position on the job and the tax limita
tions within which he must operate: he must follow IRS policy.
This means that the CPA cannot cite cases where the Commis
sioner has not acquiesced in the decision. Nor can he argue with
the agent that the regulations are wrong. One cannot argue that
a revenue ruling has reached an improper result. His hands are
tied regarding any matter where there is IRS policy, whether at
the national or the district level. All that arguing with him about
such points can usually accomplish is a feeling of frustration on
the CPA’s part, and of irritation on the agent’s.
How is an agent evaluated? In part, at least, he is evaluated on
his ability to gain taxpayer cooperation and on his ability to sup
port his recommendations. Taxpayer cooperation may be gauged
by the percentage of his cases in which he obtains taxpayer agree
ment to the deficiency (Form 870). His ability to support his
recommendations is often judged on the basis of the number of
times his report is bounced back to him from the review section
of the district office.
If the CPA can see the agent’s point of view, he will then see
the necessity of trying to reach an agreement with him, if possible.
The agent wants that Form 870, but he doesn’t want it at the
price of having Review jump on him. Part of the CPA’s job may
be to provide the agent with enough ammunition so that he feels
confident that his report will be accepted by Review. The CPA
may convince the agent that he is right in a face-to-face discus
sion, only to have the agent phone later and withdraw his agree
ment when he finds himself unable to make the position sound
convincing in his written report. Therefore, it is wise to give the
agent a complete memorandum showing, on each disputed point
he is willing to concede, just why the taxpayer’s position accords
with IRS policy.
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The strategy in dealing with the agent goes far beyond this,
though. The agent has initiated the audit, the CPA should let him
carry the ball. The agent should be given precisely what he asks
for, without hesitation but without amplification. The CPA should
not try to explain anything unless and until the agent asks for
an explanation.
The CPA may sometimes find it worthwhile to have the tax
payer handle questions of fact. The CPA really doesn’t know
whether the client drops $10 in the collection plate every time
he goes to church, but the client himself knows. It is difficult for
an agent to sit on a couch next to a respectable taxpayer and, in
effect, call that taxpayer a liar regarding something that is quite
plausible. Factual questions of this sort can often be handled best
with the taxpayer and the agent alone, rather than with the CPA
present. The taxpayer, of course, should be well coached on the
“volunteer nothing” philosophy.
On the other hand, the taxpayer either should not be present
or should be mute when something other than a factual question
is being discussed. Many practitioners find that taxpayers have
a tendency to misconstrue the issue involved, and to volunteer in
formation that tends to be damaging, or even to raise new and
more difficult issues. One CPA cites a conference where he was
arguing the question of reasonable salary while a corporate of
ficer was present. As proof of the reasonableness of his salary,
the officer pointed out that he was getting about the same amount
from another corporation that he controlled. This reminded the
agent that it might be a good idea to pick up that corporation’s
return.

Negotiating Strategy
The agent can appreciate the fact that there is some amount of
deficiency at which the CPA must draw the line in a particular
case. The amount involved and the chances of winning some part
of this amount offset the cost of carrying the case to district con
ference, to the Appellate Division, or even on to the Tax Court.
To the extent that he has any discretion about what he can do,
the agent will probably be affected if he feels that there is a
point beyond which the CPA simply will not go. If this deter
mination has been made by the client, so that the CPA does not
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even have the power to change it, its effectiveness may be even
greater. The following is an example of such a stance: “The tax
payer, his lawyer, and I had a meeting last week on this case.
The lawyer thinks we stand a good chance of winning on every
issue if we go to the Tax Court. We talked about the costs and
risks, and there are substantial amounts of both. But I’m simply
not going to be able to sell the taxpayer anything that results
in a deficiency of more than $2,000.”
Although the agent has no authority to compromise, where
multiple issues are involved or multiple ways of handling the
same issue, it is still possible for him to get a Form 870. Perhaps
the client has claimed a business bad debt that the agent proposes
to disallow. Instead of a total disallowance, it might be allowed
as a nonbusiness bad debt, producing a capital loss rather than
an ordinary loss.
Negotiating strategy, in other words, is a very real factor. While
it is not a substitute for knowing facts and knowing taxes, it is the
catalyst that, in a tax controversy, makes knowledge pay off. If at
all possible, an agenda should be made up of points to be dis
cussed at the start of the conference. This tends to make it more
difficult for extraneous issues to creep in. Frequently, as the
points are listed, certain other points will be found, which are
related issues and can be grouped together for discussion pur
poses. Also, by having a list of the points to be discussed, the CPA
may find it possible to arrange the order of the discussion in the
way most favorable to his client’s position. Depending on the
agent, the CPA may find it advisable first to discuss small issues
on which he is quite willing to make concessions. Then, when
the one big issue arises, the CPA will not seem to be unreason
able if he finds himself unable to make any substantial conces
sions.
As a general rule, it is desirable at the conclusion of a con
ference to summarize the concessions made and any agreements
reached in writing—giving a copy to the agent. Otherwise, the
CPA may end up negotiating anew from the position to which
he had retreated previously, with the result that he just keeps
retreating and retreating. The list of concessions made and agree
ments reached should be initialed by both the CPA and the agent
if at all possible. The summary can be labeled “tentative” if the
agent rebels at initialing something that seems too definite. The
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reason for wanting something in writing should be explained to
the agent. It is better if the CPA says, “My experience has been
that a written record of what we’ve agreed to helps us avoid mis
understandings from the start,” instead of saying, “I’m afraid
you’ll try to take our new agreed-upon position as a starting
point to get more concessions from me on some of these issues.”
The two statements mean about the same thing, but one is likely
to be more diplomatic than the other.
Furthermore, the CPA shouldn’t feel that it is necessary to dis
pose of every point raised at this one conference. Sometimes not
enough is known about the facts, the controlling tax law, or the
interpretations of the law to discuss a matter intelligently. If that
is the case, the CPA should say so. He should not try to impress
the agent with his omniscience. In fact, even when he feels in
formed on an issue, it may sometimes be desirable to let it rest
until a future meeting.

Memo to Client

When an agreement has been finally reached with the agent,
which will be the outcome in a majority of cases, the CPA should
make sure that the client is given a fairly complete memorandum
summarizing what was done in the case. The client cannot ap
preciate what has been accomplished for him and how much ef
fort has been put in on his behalf if he isn’t told about it. If he
doesn’t appreciate what has been done, he will be unhappy when
paying the bill. If he does appreciate what has been done, it is
usually only because the CPA has presented him with the facts.
He will not feel the fee is unreasonable, and will often tell his
friends about what his CPA accomplished for him: a testimonial
from a satisfied client is the best advertising a CPA will ever re
ceive. And it is ethical.

Requests for Technical Advice
In many instances, part of the problem with the agent lies in
the fact that he and the CPA simply do not see eye to eye on the
facts and the issues, let alone on what their interpretation should
be. Either during an examination or at a district conference, how8-7

ever, the taxpayer has the right to request that an issue be re
ferred to the National Office of the IRS for technical advice. One
of the following three reasons should be alleged when the request
is made:

1. Within the IRS, lack of uniformity exists as to disposition of
the issue.
2. The issue is unusual.
3. The issue is complex.
While the District Office need not necessarily grant the request,
relatively few such requests appear to be denied. If the request
is denied, the taxpayer may appeal to the Chief, Audit Division,
within ten days. An adverse decision here is not appealable.
If technical advice is to be requested, an attempt is made to
prepare a statement of facts and issues about which both the agent
and the taxpayer can agree. During the process of trying to reach
agreement on such a statement, it often is the case that the tax
payer and the agent come to see their positions more clearly and
find they have a basis for a settlement of the dispute without
recourse to the National Office. If agreement on the statement
can not be reached, then separate statements may be filed with
the National Office.
In either event, the taxpayer may submit a statement to the
National Office explaining his position on the issues involved.
He can also request an oral conference if it appears as though
the National Office position will be adverse to the taxpayer; but
this request must be made when the matter is first referred to the
National Office.
The National Office reply is given the same weight as a private
ruling. Normally, the taxpayer can obtain a copy of the reply
upon request, but he has no right to such a copy.
Once National Office advice has been obtained, the likelihood
of settling the case in a manner contrary to that advice is
fairly remote, short of docketing the case with the Tax Court.
Thus, requests for advice should normally be a last resort, under
taken when the CPA feels reasonably sure all basis for com
promise is gone. However, in some types of cases, the preparation
of a statement of facts and issues creates a climate in which com
promise is possible. Of course, there are rare occasions when the
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agent has assumed an untenable position and a request for tech
nical advice may cause him to reconsider the facts and issues.

District Conference
Upon issuance of the 30-day letter, the taxpayer may request a
district conference. At this point, the agent will have furnished
a written report of his proposed adjustments to the taxpayer.
From 1952 to 1960, the conference was with the agent’s group
supervisor. Since new issues were raised at such conferences
about as often as old issues were disposed of, the "informal”
conference procedure proved of little value to the taxpayer. Since
1960, the taxpayer has had an independent (“district”) conferee.
This has, at least in some areas, resulted in a tremendous im
provement in the effectiveness of the conference. Many of the
independent conferees approach their task with the idea that
their function is to work out some sort of an agreement if at all
possible. However, the conferee still faces the psychological hur
dle that the agent also faces: he has no authority to enter into a
straight compromise, with the exception of under-$2,500 cases
where the conferee can now (1974) reflect litigating hazards.
The most advantageous use of the district conference, of course,
is made when the agent simply made a mistake regarding the
Treasury Department’s position on the facts. In such a situation,
the conferee may quickly straighten matters out. The taxpayer
may, and in larger cases must, submit a memorandum to the
conferee prior to the conference covering his version of the facts,
issues, and arguments thereon. If it is seriously felt that the dis
trict conference may be able to resolve the problem, such a
memorandum may be desirable.

To Fight or to Run
The strategic questions of whether to argue with the agent
and, failing success with him, to request a district conference and
whether and when to request the National Office to furnish
technical advice are difficult to resolve. Once the CPA begins to
argue a point, the agent tends to delve further and further into it,

8*9

searching for facts to buttress his position and for authorities to
support his conclusion. Later, Appellate Division and Regional
Counsel will have available to them only the file that the agent
has built up.
Thus, the CPA must weigh the chances of reaching settlement
with the agent or the informal conferee against the damage that
may be done to his chances of reaching a favorable settlement at
higher levels. If IRS policy seems clearly contrary to the agent’s
position, the best course is usually to tell the agent that the CPA
sees no basis or agreement on the issue. If the case seems one
where a district court or the Court of Claims offers the best
chance of success, the optimum strategy may be to sign the Form
870 without argument and plan on filing a refund claim.
Many practitioners are inclined to settle with the agent too
easily, thinking that if they refuse to agree to the deficiency pro
posed, the agent will reopen his audit of the return and raise
more issues. This is, of course, partly a matter of knowing the
agent, but experience does not support this as a general policy of
revenue agents. Arguing a point, as previously mentioned, in an
attempt to change the agent’s determination will frequently result
in his digging further for additional facts, but asking him for the
30-day letter does not appear to result in his deciding to do more
auditing of the return.
Office Procedures and Forms for Tax Audits
and Refunds
Most tax offices have standardized procedures for the prepara
tion of returns, but relatively few have procedures dealing with
tax audits. The basic idea of tax audit procedures still is the
same: responsibility must be fixed for doing those things that
need to be done, and a record made of how that responsibility
was discharged; and a basis must be created for billing the client
for the time involved and the results achieved.
Some sort of tax examination control sheet should be used. Two
sample forms are illustrated (8-2, 8-3). Their objectives are—

1. To provide a ready reference on the status of open cases.
2. To prevent losing track of potential refunds.
3. To prevent the statute of limitations from expiring to the
client’s detriment.
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4. To follow through on asset basis adjustments.
A sheet is started whenever a return is filed showing a refund
due; or a claim for refund is filed (either a Form 843 or a “quickie”
loss carryback claim); or a return is filed showing a net operating
loss which is not being incorporated into an immediate refund
claim (for a variety of reasons); or a revenue agent begins his
examination.
Relatively few tax cases are in process at any time in the aver
age tax office, so that involved procedures for handling the tax
examination control sheet seem unnecessary. If the practitioner
maintains the file himself, he should make it a point to review each
item in the file once a month, taking whatever action seems called
for at that time. If the volume of cases warrants such a step, a
tickler file may be set up in which the control sheets are filed by
the future dates at which action should be taken.
While complicated procedures generally are not necessary for
handling the tax examination control sheet, this does not mean
that it is unimportant. It is so important an aspect of tax practice
that it should be handled by the tax practitioner himself and
not delegated to someone else. It should be noted that the case
is not closed when agreement has been reached with IRS. The
item should remain “alive” in the file until the client has actually
received any refunds he may have coming.

Appellate Division Statistics
There are possibly 450,000 persons entitled to practice before
the IRS. Few of them ever present a matter before the Appellate
Division. There are about 700 appellate conferees, who only
handle Appellate Division matters. Somewhere around two mil
lion income tax returns are examined annually (about 1¼ million
of which are handled by office audit, and the balance by field
audit). Of that huge number of returns audited, only 24,000 are
protested to the Appellate Division (24,383 for the fiscal year
ended 6/30/71, on which the figures that follow are based). On
the average, in other words, a practitioner files a protest with the
Appellate Division about once every 18 years. And, since some
CPAs and attorneys file more than their share of protests, there
must be others who never file.
During 1971, the Appellate Division disposed of 25,066 of the
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undocketed cases before it (that is, cases in which no petition
has been filed with the Tax Court). The bulk of these, 19,743,
were disposed of by agreement with the taxpayers. The following
table illustrates how the taxpayer fared.
Deficiency
and
Penalty
Proposed by agent
Appellate determination

$1,314,981,000
$ 532,932,000

Overassessment
$39,019,000
$50,948,000

If generalizations can be made, it might be said that taxpayers
taking proposed deficiencies to the Appellate Division who were
able to settle there paid only slightly over 40 percent of what
the revenue agents report had proposed.
If the taxpayer petitions the Tax Court, the Appellate Division
still participates in attempting to settle the case before it comes
up for trial. Of 7,593 such cases disposed of, some 80 percent
were settled by agreement with the taxpayer, 567 never came to
trial for other reasons, and only 965 actually were tried. Let us
look at the 6,061 cases disposed of by agreement.
Deficiency and Penalty

Asserted
Settled for

$332,784,000
$104,434,000

Did it pay these taxpayers to fight their cases on up to the point
of filing a petition with the Tax Court? The figures speak for
themselves: proposed deficiencies were settled for just over 30
cents on the dollar.
Note that the reality is undoubtedly not as good as the numbers
make it look. There are many “doubling up” situations where as
sessments are proposed against, for example, both ex-spouses on
alimony or child support, or against each of several corporations
in a group, where the IRS really intends only to collect from one
but issues multiple letters to protect the revenue. There un
doubtedly are also many situations where part of the proposed
deficiency could have been settled at the agent level with a little
effort.
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What do all these figures prove? In general, a taxpayer with a
case that has some merit can substantially reduce a proposed de
ficiency by taking his case to the Appellate Division. But why?

Appellate Division Tactics
When dealing with the agent or the district conferee, the CPA
is dealing with a person responsible to the District Director. Nei
ther the agent nor the conferee (with the limited exception
previously noted) has the authority to settle a case on the basis
of its possible outcome if taken to court. They can only apply the
stated Treasury Department policy to a particular set of facts. But
the Appellate Division is not part of the District Director s oper
ation. It is under the Regional Commissioner and is supervised
directly from Washington. A nonacquiescence in a Tax Court de
cision means that neither the agent nor the conferee can give
the decision any weight. The Appellate Division technician can
and will give the case weight if it is brought to his attention.
The settlements reached by an Appellate Division conferee are
not subject to review in the same manner as those at lower levels.
The Appellate Division conferee is the cream of the IRS. He has
reached the top and isn’t looking over his shoulder wondering
what someone else will say about what he does. He holds a quasi
judicial job within the Treasury Department and generally ap
proaches his cases with a judicial attitude, seeking to arrive at
an acceptable compromise.
Unfortunately for the poorly prepared practitioner, the Appel
late Division conferee is a highly capable tax man. A conference
with the Appellate Division should be prepared for thoroughly.
The CPA should know both the facts of which the revenue agent
was aware and any related facts—even though the agent may not
even have seen any relationship. If the agent’s case has breaks
in its facts, the conferee will probably ask the CPA to fill these
gaps. Likewise, the CPA should know the arguments against his
client’s position, even though the agent may not have based his
deficiency on those arguments. The conferee receives a file from
the District Director containing a great deal more material in it
than one is aware exists. The agent’s report to the taxpayer sel
dom cites more than a fraction of the material that is in the file,
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Of course, the CPA should be aware of much of this material
from his conferences with the agent while trying to arrive at a
settlement with him.
Because unanticipated factual questions often arise in an Ap
pellate Division conference, some practitioners prefer to have the
client present at the first meeting with the conferee. The client,
however, must understand his role. He is there to provide facts,
and not to discuss them. Thus, he is to respond only to direct
questions, and his response is to be brief and to the point. If the
client cannot play this role, then the CPA will be better off with
out him. If the CPA wants him to elaborate on a comment, he
may ask the client questions. Since the procedure is extremely
informal, there is no prohibition against leading questions. Many
practitioners want as little contact between client and IRS as
possible. If a factual question arises that can’t be handled any
other way, they prefer to submit an affidavit from the client to
having the client attend a conference.
Prior to an Appellate Division conference, it is good to review
the entire situation with the client. The CPA has the facts; he
knows both the strengths and the weaknesses of the taxpayer’s
position. The conferee also knows these things, or will be in
formed of them. Thus, there exists a basis for some sort of reason
able compromise. What is the client willing to accept? He should
be encouraged to view the situation from a dollars-and-cents
standpoint, illustrated by the following example.
The deficiency involved is $10,000. If taken to Tax Court, there
is a 30 percent chance of winning the case entirely, and a 20
percent chance of ending up with a deficiency of about $6,000.
The cost (after tax) of carrying the case all the way through
would be $3,000. What would be a rational settlement?
Weighted

Probability

Deficiency

Deficiency

.3
$ 0
6,000
.2
.5
10,000
Total weighted deficiency
Costs
Total
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$ 0
1,200
5,000
6,200
3,000
$9,200

Under these circumstances, the taxpayer actually should be
willing to settle for any amount less than $9,200. This is, then,
not a strong case since concessions of less than 20 percent are
seldom made.
Changing the basic facts somewhat, the chances of a complete
victory are only 20 percent, but the chances are 40 percent that
the taxpayer will end with a deficiency of $4,000. After-tax costs
of fighting the case amount to $2,000.
Probability

Weighted
Deficiency

Deficiency

$

.2
$ 0
.4
4,000
.4
10,000
Total weighted deficiency
Costs
Total

0
1,600
4,000
5,600
2,000
$7,600

As the costs of fighting a case decline and as the chances of
winning improve, the rational settlement point drops. Since the
costs of fighting the case are deductible, it is the after-tax cost we
are interested in. Thus, the higher the tax bracket, the more like
lihood that fighting a tax case will seem rational. For example,
consider the position of the taxpayer in a 20 percent bracket, fac
ing a $2,000 deficiency which he has a 50 percent chance of de
feating if he goes to the Tax Court. His costs of going there are
perhaps $1,000 before tax, and $800 after tax.

Probability

Deficiency

.5
.5
Costs

$ 0
2,000

Weighted
Deficiency

Total

$ 0
1,000
800
$1,800

The settlement point can get higher than the deficiency quite
easily when the size of the deficiency is small.
The CPA should work through the situation with his client.
The client should make the decision as to the most deficiency he
is willing to accept. Then, when the CPA goes to the Appellate
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Division conference, his hands are tied in the sense that unless
new factors are introduced into the case, he has a point beyond
which he cannot be pushed. If the Appellate Division conferee is
viewing the situation from the point of view of the government,
he makes a somewhat similar calculation. In the second foregoing
situation, a settlement of over $7,600 would not seem justified.
How will this look to the conferee, from the government’s point
of view? He considers the probability of the taxpayer’s losing.
He sees that the probable weighted deficiency is $5,600 if the
case is carried all the way through.
Thus, if the CPA and the conferee see the case exactly the
same, there is still a fairly wide range within which some sort of
a compromise might be worked out. The CPA cannot settle for
more than $7,600, while the agent cannot settle for less than
$5,600. If the CPA’s hands are tied by his client, by letting the
conferee know this fact, he may actually improve his bargaining
position. If the CPA and the client have agreed not to accept a
compromise resulting in more than $6,000 of deficiency, and if
the foregoing analysis is correct, there would seem a strong
likelihood that this will be about where a settlement would be
reached. Without a point of resistance, though, the CPA may be
pushed up closer and closer to $7,600.
Of course, in actual cases the litigating chances are not seen
identically by the technician and the CPA. Part of the problem
is to grasp what the technician thinks of the litigating chances.
This will give the CPA some sort of basis for proposing a com
promise or evaluating a compromise which the conferee may indi
cate he might find acceptable.
Part of the problem, also, may be to persuade the conferee
that the CPA is serious about litigation if a satisfactory settlement
is not worked out. If the CPA is admitted to practice before the
Tax Court, and if the conferee is aware of this and also of the
fact that the CPA has no hesitancy in filing a petition to the Tax
Court when he thinks the matter warrants it, this may give a
slightly better bargaining position.
Another way of showing the agent the CPA is serious is to have
a lawyer named on the Power of Attorney with him. If enough
money is involved, it may be good psychology to have the lawyer
attending the Appellate Division conference with the CPA. If the
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conferee can be impressed with the fact that litigation is in
evitable if a compromise is not reached, the chances for a realistic
approach to arriving at a compromise may be increased.
Should the CPA Go to the Appellate Division?
In a case where the revenue agent’s position accords with
Treasury Department policy, a CPA may doubt whether a district
conference will do much good. The agent has done a super
ficial job of gathering facts. He has enough to satisfy himself, but
much of his material is not of the type that will stand up as evi
dence. With a little digging around in the return, it is likely that
an even greater deficiency might be proposed.
Taking such a case to the Appellate Division might be suicidal.
The conferee, spotting the holes, might in the end issue a 90-day
letter much worse than one from the District Director. The CPA
then has a greater deficiency to contend with, the grounds for
the deficiency are buttressed by facts that he may have himself
provided, and the reasoning is more sound. Between the protest
and the discussions with the conferee, the CPA will have man
aged to set before the government every fact and theory on which
he might later rely. Regional counsel, if the case is fought the
Tax Court route, or the Justice Department, if suit is brought for
a refund, is in a much better position to handle the CPA and the
taxpayer roughly.
The above situation may be contrasted with several others. In
the first situation, all argument is simply bypassed within the
Treasury Department, the deficiency notice is received and peti
tion made to the Tax Court. Regional Counsel’s office has a skele
ton file—which generally means an inadequately prepared case—
and this generally means a more favorable settlement. Or, even
better, the CPA signs an 870 Form and then marks his file to re
mind himself to file a refund claim just prior to the expiration of
the statute of limitations. By the time the refund claim is exam
ined, the time for asserting additional deficiencies will have ex
pired. The CPA has everything to gain and nothing to lose.
There is thus no formula to answer the question of whether
or not to try the Appellate Division. Lawyers tend not to use the
Appellate Division as fully as the nonlawyers. The lawyer is
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thinking of hurting his litigation position by tipping his hand or
having the Appellate Division raise new issues. The nonlawyer,
on the other hand, is satisfied with the prospect of a reasonable
settlement at minimum cost. His experience is that this is what
he gets from the Appellate Division. He may also be affected by
the fact that, in most instances, if the case is not settled at the
Appellate Division level, the client will have to incur the addi
tional cost of hiring an attorney.

Preparing the Protest
The 30-day letter received by the taxpayer offers him the privi
lege of filing a protest and requesting a district conference or a
conference with the Appellate Division. With the letter comes a
printed form explaining the technical requirements of the pro
test. Various tax books explain quite thoroughly the format to
follow with the protest, and contain a sample protest.2
The CPA should bear in mind that the technician has received
a file from the District Director’s office. When he sets forth in his
protest the facts of the case, he should ask himself, regarding each
fact, whether it is likely that the file the technician has contains
confirmation of that fact. If the CPA feels, based upon his knowl
edge of the scope of the revenue agent’s audit, that the file prob
ably does not, then he should be prepared to prove that fact. It is
often easier to “prove” something to an Appellate Division con
feree than to prove something in a court. The conferee, for in
stance, will often accept a simple affidavit, whereas a court (see
chapter 16) will not admit a one-part affidavit as evidence.
The CPA should make sure that he has thoroughly researched
the cases he cites. Are some of them on appeal? Have some of
them recently been cited in other court decisions? It is a sure thing
that if he relies solely on the notes he made several months ago
when going over the case with the agent, that at least one case
2 See, for example, Marvin Garbis and Robert L. Frome, Procedures in
Federal Tax Controversies (New York: The Ronald Press, 1968); Com
merce Clearing House, “When You Go to the Tax Court” (1972); and
Hugh Bickford, Successful Tax Practice, 4th ed. (Englewood Cliffs, N.J.:
Prentice-Hall, 1967).
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will prove to have had something material happen to it in the
meantime.
It is often helpful in preparing the protest to set up a separate
control sheet for each issue. On that sheet, the CPA should indi
cate the facts which, if proved, would resolve the issue in the
taxpayer’s favor. On a separate sheet, he should indicate for each
fact the specific nature of the proof of the fact, noting in red any
evidence contrary to the position taken. On a separate sheet, the
CPA should cite the authorities for the proposition that proof of
these facts resolves the issues the way he wants them—again
marking in red the authorities for the contrary proposition and
noting for each the reasoning for its nonapplicability.
If the CPA takes a case to the Appellate Division, he should
usually make every effort to settle the case there. In preparing the
protest, therefore, he should indicate the facts supporting the
position and those which do not, insofar as the CPA has reason
to believe that the latter facts are in the conferee’s file anyway.
He should present the argument for the conclusion he advocates
and also set forth the opposing argument in detail, showing its
nonapplicability.

Getting Help
While the CPA has the right to represent his client in a tax
controversy, he may feel inadequate to the task. The client’s at
torney may prove of help, especially insofar as legal questions are
involved. Working jointly with him, although apparently expen
sive, may be the most efficient and economical way of handling
the case since his familiarity with local law and with the tax
payer’s situation more than offsets his lack of specialized tax
experience.
Where technical questions are involved, contacting other tax
people can prove surprisingly helpful. At least some of the na
tional CPA firms are quite willing, on a fee basis, to have their
tax departments provide technical advice to other practitioners
or even to participate in a case.
At various points, Washington representation may be highly
desirable, especially with requests for technical advice, for in
stance, where a conference may be desired if adverse advice is
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imminent. Quite a few Washington lawyers and CPAs are willing
to represent clients of the tax people in other parts of the country
in specific matters.
“Sandbagging”

Some revenue agents and some practitioners refer to the prac
tice of paying a deficiency and then suing for refund as “sand
bagging,” a term also used in poker. In poker, it applies to a
player who passes and then, after someone else has made a bet,
raises the bet. It is not considered good manners in a friendly
poker game. Similarly, many tax people seem to feel that “sand
bagging” is improper practice.
When a taxpayer signs a Form 870, the gist of his action is to
waive his right to appeal to the Tax Court. In return, the IRS
will stop the running of interest within 30 days after it has ac
cepted the 870. Form 870 is used at the agent level and the dis
trict conference level. Thus, by the very nature of the authority
of the people using the form, it does not represent a formal com
promise. If there is compromise in the figures arrived at, and
there often is, it is nevertheless not the same sort of compromise
so frequently involved in an Appellate Division settlement. The
fact that a Form 870 has been signed by the taxpayer does not
bar the IRS from deciding not to end the matter there. The 870
may “bounce” on review. If the statute of limitations has not run,
the IRS has a perfectly valid right to reopen the case at any time.
The law provides a three-year statute of limitations on addi
tional deficiencies, and a two-year statute, if this produces a later
date, for refunds of payments made. If a 1972 return is filed on
April 15, 1973, the statute of limitations runs on April 15, 1976.
If the return is audited, a Form 870 signed, and a deficiency paid
on June 10, 1974, the statute of limitations on a refund of that
deficiency runs until June 10, 1976. Thus, between April 15, 1976
and June 10, 1976, the taxpayer is in a position to file a refund
claim, while the government cannot find any new deficiencies.
Perhaps this is a loophole in the law. It has been there a long
time. It is one of the few tactical advantages the taxpayer pos
sesses when fighting the IRS.
The CPA's relationship with revenue agents is a valid reason
for restraint, but agents are usually reasonable people. They can
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understand that the CPA's responsibility is to the client, just as
theirs is to the government. Since, on most issues that are in
volved in “sandbagging,” there have been developments (new
cases, revenue rulings, etc.) between the time the Form 870 is
signed and the time the refund claim is filed, if a refund claim
is audited by an agent who objects to it on the basis that the CPA
is reneging on the settlement agreement, these developments can
be pointed to as having changed the whole appraisal of the
situation.
Thus, many family partnership cases were settled in the late
forties on the basis of the Tower and Lusthaus3 decisions of the
Supreme Court. Then came the Culbertson4 decision, and myri
ads of refund claims were filed, resulting in a score or more of
taxpayer victories in district court suits across the land.
When a case is settled at the Appellate Division level, though,
a different type of form is involved—the Form 870AD. The Form
870AD provides that the taxpayer will not sue for a refund and
will execute a closing agreement when and if asked. (If a settle
ment at the Appellate Division level contains no element of com
promise, a Form 870 is the proper form to use—and the CPA
should insist on the 870 if he harbors any thoughts of a possible
refund claim.) Further, Appellate Division settlements have all
the characteristics of a true compromise. And, of course, since it
takes time for a case to reach the Appellate Division, it is almost
certain that the three-year statute of limitations will expire be
fore the two-year statute on refunds expires.
Even with the language implying it is a closing agreement, it
seems relatively clear that the Form 870AD cannot have that
legal effect.5 However, some cases do suggest that the Form
870AD may well prove binding on the taxpayer once the threeyear statute of limitations has expired, on the theory that the
government has foregone its right to assert a deficiency as a re
sult of the compromise, in exchange for the taxpayer’s promise
not to sue for refund.

3 Francis E. Tower, 327 US 280 (1946); A. L. Lusthaus, 327 US 293
(1946).
4 Wm. Culbertson, Sr., 337 US 733 (1949).
5 See Botany Worsted Mills, 278 US 282 (1928),
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Some practitioners feel that this approach can be “beaten,” by
filing the refund claim just shortly before the three-year statute
runs, relying on the fact that the IRS normally can’t process a
refund claim in less than a few weeks’ time. Their feeling is that
a court will hold that since the refund claim was filed at a time
when the IRS could still find an additional deficiency, no rights
were foregone by the IRS and therefore no rights need be fore
gone by the taxpayer. The other viewpoint is that since the gov
ernment still has a right to raise any other issues as offsets, it has
not really been put at a disadvantage—and the taxpayer should
not be stopped from pursuing his refund remedy. Since Congress
has provided a specific procedure for closing agreements, the IRS
should not be allowed to bypass the Congressional safeguards
merely by inserting language in the Form 870AD.
Once the CPA has overcome his hesitancy about filing refund
claims after having executed 870s and 870ADs, a whole new
vista opens before him in handling tax controversies. For in
stance, the CPA has a client faced with a deficiency for which
he simply cannot raise the money. Yet, the CPA and the attorney
agree, the best tribunal for litigation would be the district court,
and just about the worst one available would be the Tax Court.
Financially, the taxpayer seems forced to go to the Tax Court.
The CPA should approach this case with the following line of
thought. If he and the lawyer can work out a compromise with
the Appellate Division and get the deficiency whittled to a size
the client can handle, then a refund action can be brought even
on that amount. This gets the case into district court where it
belongs.
The Tax Court

Once a petition is filed with the Tax Court, there no longer
exists any right to bring a refund action in the district court or
the Court of Claims. The important thing in most cases is not the
actual trial of a case before the Tax Court, but simply the docket
ing of the case and the continuation of negotiations for settle
ment. The negotiations are still with the Appellate Division, but
now the Regional Counsel’s office is in the picture. There is pres
sure on the parties to stipulate all of the facts in the case, to
stipulate the conclusions to be drawn from the facts, and, actually,
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to stipulate the case right out of court. And this is what happens.
As the agreed-upon facts and the conclusions to be drawn
from the facts are seen, both the CPA and the government people
get a fairly sharp picture of the possible outcome of the case.
And, as discussed previously, once this happens, a settlement is
usually a rational outcome, since there is almost always an area
within which it is more logical for either party to settle than to
go on and incur both risk and cost.
Even if the CPA is not admitted to practice before the Tax
Court, it is quite likely he can still handle the docketing and
settlement of cases, but not their actual trial. An attorney should
be involved in the decision of whether to pay the tax and sue for
refund or to file a petition with the Tax Court. Once that de
cision has been reached, the CPA and the attorney can work
together in preparing and filing the petition, with the CPA han
dling the settlement negotiations to the point of the stipulation-offacts conference (if that point is ever reached). A more question
able approach is to docket the case by having the taxpayer
file the petition pro se (that is, for himself). Of course, the CPA
prepares the petition for him. Then the CPA proceeds to repre
sent him at the conferences held prior to the trial of the case
as he would in any other Appellate Division matter.

The Nonlawyer’s Role in Litigation
The role the CPA plays depends primarily upon the back
ground and personality of the client’s attorney. If the attorney is
a capable tax man, the CPA will usually find the attorney relying
upon him to provide facts. He may want to use the CPA as a wit
ness. Finally, although he may or may not appreciate this, the
CPA may find that he has a role to play as devil’s advocate, point
ing out weak points in the attorney’s case in order that they may
be made strong. If the CPA is a devil’s advocate, he should play
the role delicately when in the presence of a third party or with
the client present. Otherwise, he may get a reputation as a nega
tive thinker or obstructionist.
Where the attorney is not a tax man, the CPA may find him
self doing the tax thinking as well as the fact gathering, while
the attorney applies his knowledge and skill at tactics and pro
cedures to the raw material furnished him. When this is the situ
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ation, the CPA should approach his role philosophically. He may
feel that he is doing most of the real work, while the attorney is
getting the credit and most of the pay. But remember that the
CPA has the client year after year, and that the fee structure
is geared to a type of practice that tends to be more regular than
the lawyer’s. And, it should be admitted that in the areas of his
skill, the lawyer has a high degree of capability—much more than
the CPA possesses in those areas. He has something, including
the right to practice law, which the CPA does not possess, and
is entitled to be paid for all this.

The Court of Claims

Relatively little known to most tax people is the U.S. Court
of Claims. A refund claim may be brought in either a U.S. district
court or in the Court of Claims. In contrast to the more familiar
district court, the Court of Claims does not offer the option of
a jury trial, and its decisions are appealable only to the U.S. Su
preme Court. The Court of Claims record in tax cases is quite
favorable to the taxpayer.

Government won
Taxpayer won part or all
Total

1970

1971

15
20
35

16
10
26

While the Court of Claims is physically located in Washington,
from its earliest years (1855 and on), it has provided for assem
bling evidence in cases before it through the taking of depositions.
Although the Court has five judges, the taxpayer’s contact is with
one of the 12 or so commissioners, who function essentially
as trial judges. They receive motions, hold preliminary confer
ences, hold formal pretrial conferences, and hold a trial without
jury at which testimony is taken under the rules of evidence. The
commissioner then reports to the judges his findings of fact, and
may also make recommendations as to conclusions of law. The
taxpayer and the government can file with the judges exceptions
to the findings and conclusions of the commissioner. Finally,
there may be an actual hearing before the judges, and a written
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decision and opinion. Thus, the Court of Claims combines in one
place both trial and appellate functions, making it quite unique
in our system of jurisprudence.
Of interest to the taxpayer is the fact that the Court of Claims
tends to apply concepts of what is fair and equitable in handling
tax cases, as contrasted to the Tax Court, which tends most fre
quently to adopt a combination of a technical and a revenueprotection approach to tax issues. Further, like the Tax Court,
but even more so, the Court of Claims comes to the taxpayer,
rather than forcing the taxpayer to go to Washington.
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Illustration 8-1 Tax-ControversyPotential Work Sheet and
Client Letter

Prepared By
Approved By

Page__________ of_______

Sched.
or
Line

Description

(1)

(2)

(3)

(4)

Amount
Claimed or
Reported

Possible
IRS
Amount

Tax
per
Return

Possible
IRS
Computation

Columns (1) and (2) are normally used for all items of income and deduction, while (3) and (4)
are to be used to (a) summarize the effect of all items covered by Columns (1) and (2) and (b)
record the effect of items involving tax computation, such as using the alternative capital
gains tax rate, not calculating personal holding company tax, or claiming investment or
foreign tax credits.
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Illustration 8-1

Client Letter

December 2, 1973

Mr. Ralph Smith, President
Smith Manufacturing Co.
Route 64
Newtown, Calif.

Dear Mr. Smith:
Enclosed is the Smith Manufacturing Co. consolidated federal income
tax return for the year ended September 30, 1973. Instructions as to
signature and payment accompany the return. While the return shows a
total federal income tax liability of $400,000, we have resolved in your
favor doubtful items for which we felt there was reasonable support. As a
result, upon an IRS audit of the return, tax deficiencies are likely to be
asserted. Such deficiencies represent the tax difference between the most
conservative possible approach to the return and the more aggressive
approach we have utilized. The balance of this letter details some of the
tax items that might be involved, plus setting forth, where appropriate,
our suggestions as to what action may be taken by you to bolster the
company’s position. The items discussed total $311,246, although other
issues, mainly involving timing of items of income or deduction, might
conceivably be raised by the IRS. Also, subsequent changes in the tax
law, regulations, or interpretation thereof in rulings and court decisions,
might result in additional tax liabilities’ being asserted in addition to those
discussed.

Possible Lifo defect
The corporation elected Lifo for the current year in order to secure the
benefit of the bargain purchase of the Brown Corporation business. This
purchase took place in November, 1972. At the time, we pointed out to
your Mr. Zinc the greater tax certainty that would be obtained by utilizing
a new subsidiary to acquire the Brown operation, but at that time other
business reasons apparently mandated that Smith directly acquire the
property. Mr. Zinc also demurred from changing the fiscal year of the
corporation to close out the year on November 30, 1972, on the ground
that other companies in your industry use a September 30 fiscal year.
While Mr. Zinc is no longer with you, the result is that the Lifo election
application to the Brown inventory is uncertain inasmuch as many of the
Brown items are the same as items normally purchased and carried by
Smith. We have treated the Brown inventory as a separate pool and its
Lifo cost as the cost incurred in November, 1972. The IRS may contend
that those Brown items that are normally purchased by Smith were ac
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quired in the following sequence: (1) the Smith beginning inventory, (2)
as the result of Smith purchases through the Brown acquisition date, and
(3) in the Brown purchase. We estimate that this would change the inven
tory valuation on the Brown inventory at September 30, 1973, from
$147,221, as used on the tax return, to $209,350.
Officer’s salary
Your salary has been continued at $95,000 for the current year in spite
of the compromise settlement made with the IRS for the years 1967
through 1969 of $55,000 as reasonable compensation for you. With the
expansion of the business, and the increase in compensation levels gener
ally, some greater amount would be currently justified even if the $55,000
figure were the maximum in 1969. We would suggest that more data be
obtained for your files as to the compensation being paid for comparable
jobs in your industry, and that an opinion be obtained from an outside
executive recruiting company regarding the compensation that must be
paid to attract an executive capable of performing your job. The previous
IRS settlement was, as you know, a swapping of issues. The corporation
should be able to substantiate the $95,000 figure, we believe, but action
should be taken now, and not delayed until the issue is actually raised.
For the current fiscal year and subsequent years, we would suggest that
the corporate resolution adopting your salary for the current year refer to
supporting substantiation demonstrating the reasonableness of the salary.

Equipment repairs
During the fiscal year, some $26,000 was spent in completely renovat
ing fully depreciated machines in the Aztec operation. The plant manager
believes that these renovated machines have a useful life of at least five
years. For financial statement purposes, the categorization of these dis
bursements as operating expenses was not disturbed—in part, however,
because the amount was not viewed as material.
Jones bad debt
The $7,500 bad debt of Denver Jones is likely to be challenged by the
IRS—and could conceivably lead to other problems. The money was lent
to Jones at the time he was a candidate for the U. S. Senate, although the
loan was supposedly to help finance his car rental business. No financial
statements were obtained from Jones, nor was the loan collateralized. The
only support for a write-off of the loan is a brief note from you stating that
Jones is without funds and the note is uncollectible. From our discussion
of this item during the audit, you are now aware, if you were not already,
that you should consult your attorney as to whether such a “loan” violates
any federal statute making illegal corporation contributions to federal
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elections. If the bad debt deduction is to be sustained in the event of
challenge by the IRS, you should have evidence to show that the loan was
one as to which there was an expectation of repayment, that it was for
Jones’ auto rental business, and that efforts to collect on the note have
been made and have not proved successful and are unlikely to do so.
Lease/option rentals
The automatic typing machine, the electrostatic duplicating machine,
and the delivery truck are all leased on what are sometimes called
lease/option deals. At the end of the lease term, and upon making nominal
payment, title to the equipment will be turned over to the corporation.
The lease terms are such that they may well cover the anticipated useful
life of the equipment to the corporation anyway, and the combination of
depreciation and interest to which the corporation would be entitled if the
IRS were to challenge the rental deductions claimed leads us to estimate
that of the $9,000 of such payments made during the fiscal year, other
deductions would offset about $6,000 in the event that the IRS were
seriously to challenge these items.

Building life
The Aztec factory building has been set up with a 30-year useful life for
both book and tax purposes. The IRS guideline life for a factory building is
45 years. Depreciation for the current year on the 30-year life would be
$117,000, while on a 45-year life it would be $85,000.

Public interest ads
During the fiscal year, the corporation spent about $15,000 on advertis
ing which your director of advertising describes as “institutional” or
“goodwill” advertising, but which could be construed to have had as one
of its aims the defeat of a proposal in the state legislature which would
have imposed a sales tax on manufactured goods shipped to customers in
other states when the other states did not impose a sales tax on the
transaction. In the event that IRS alleged that the advertising was intended
to influence legislation, the deduction might be disallowed. We would
suggest that, in the future, institutional advertising be reviewed from the
viewpoint of whether it could be misconstrued as an attempt to influence
legislation. Not all disbursements to influence legislation are nondeducti
ble, incidentally, but advertising is in the nondeductible category.
Pension plan earnings assumption
The annual report of the actuary setting forth the $78,000 contribution
needed to currently fund the pension plan liabilities is based upon the
assumption that the trust will earn 4½ percent per annum. During the
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eight years that the pension plan has been in existence, it has averaged a
7¾ percent return on its assets. We have determined from the actuary
that if an earnings assumption of 6.2 percent or more is used, the plan
would not have needed any contribution from the corporation during the
current fiscal year as the result of prior year overfunding. The actuary
does not believe that 6.2 percent would be a reasonable assumption, but
the IRS is not bound by his opinion and may well feel that both the
historical performance record of the trust and the present level of interest
rates would support an earnings assumption at least that high. We
strongly recommend that the present pension plan be studied again, from
both a tax and an economic viewpoint. The favorable trust earnings record
and favorable future earnings outlook may well dictate an expansion of the
benefit package provided by the plan at the same annual cost as the
present package. Such expansion of benefits might, for example, include
an increase in benefits to more highly compensated employees on a basis
integrated with Social Security coverage, so that the portion of earnings in
excess of $13,200 per annum creates greater retirement entitlement than
that portion under $13,200 (which is the Social Security maximum wage
level for 1974).
Travel and entertainment
During the year, the corporation paid to you or for you some $45,000 of
travel and entertainment expenses. We have satisfied ourselves that ade
quate documentation (within the meaning of Sec. 274) exists for $20,000
of this. (A separate memo was furnished to you last year setting forth the
documentation requirements of Sec. 274, and a copy of that memo is
attached hereto.) We are also reasonably sure, based upon your
secretary’s analysis of the remaining $25,000, that they are of a type that
could be properly deducted if properly explained and substantiated. Your
secretary is reviewing your pocket diary, appointment book, and expense
reports and memos to attempt to cross-reference these items to the max
imum extent possible. With your permission, we would like to review
with her the nature of the Sec. 274 rules and make her responsible for
ensuring that in the future your personal T & E expense records leave as
little vulnerability to disallowance as possible. That better expense ac
counting can be achieved is evident by what has been accomplished with
your other executives, where it appears that only minor dollar amounts
could be subject to challenge.
Capital gain on realty
Certain realty in the Arena subsidiary which was to be platted, sub
divided, and sold to investors was condemned by the federal government
preparatory to creating the Arena dam. The gain from the forced sale was
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realized during this past fiscal year, and the decision was made not to
reinvest the proceeds in similar property to avoid having any immediate
tax. Recent Tax Court cases have supported treating such gain as a long
term capital gain, although one such case (Juleo, Inc., CA-3 6/27/73) has
been reversed by the Appeals Court, which decreed ordinary income
treatment. Capital gain treatment is afforded the realty gain on this re
turn. The difference between capital gain and ordinary income is
$180,000 of tax. Since time still remains to make a qualifying reinvest
ment of the condemnation proceeds, you may want to re-examine your
decision against such reinvestment. You may also, in anticipation of pos
sible controversy, want to have the Arena files reviewed to determine
whether there is supporting evidence for the proposition that the land was
acquired with a dual purpose of either subdivision or gain through
speculative appreciation. For example, if it was known at the time of
acquisition that the dam proposal might result in the taking of the land,
and thus render the subdivision alternative impossible, it is quite possible
that the land was nevertheless viewed as being an inherently good
speculative investment, and that such evidence might prove helpful in
justifying capital gain treatment in spite of the Appeals Court decision in
Juleo, Inc. The time to review the files and build support for such an
approach is now, and we would be delighted to work with your personnel
and/or attorneys in seeking evidence to support the capital gain approach.

Caution
This letter deals candidly with the corporation’s income tax return
because it is your return and you should be aware of the various judgmen
tal decisions which have been made by us, acting on your behalf, in its
preparation. This information should be treated confidentially. We will,
of course, be available to represent you in the event of an IRS audit as
well as in connection with attempts to reduce any deficiencies that the
IRS might propose as the result of such an audit. Our experience has been
that the final tax deficiency paid by clients we represent is substantially
less than the amount originally proposed by the examining revenue agent
and that the total of taxes plus net professional fees is also substantially
lowered by taking an aggressive approach to the various tax questions
involved than it would be if a more conservative stance were adopted.

Respectfully submitted,
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Tax Examination
Control Sheet

Tax Examination Data and Follow-Up Sheet
Taxpayer_____________________________

Form No_____ Taxable Year___________ _

Address______________________________
City___________ State________________

Where Filed____________________ _ ____

NOTICE OF TAX EXAMINATION

Date Filed___________________________

WAIVERS SIGNED (FORM 872)

Date First Notified____________________

By Client On_________________________

By (Agent)-----------------------------------------Division_____________________________
Address---------------------------------------------

Statute Extended To___________________
Then Re-Extended Again By__________ _
Taxpayer On_______________________

Phone___________ Ext________________

Until________________________________

Appt. Made For
Hour______________________________
Date______________________________
At________________________________
Subsequent Examination Dates:

AGREEMENT FORM 870 EXECUTED
By Taxpayer On______________________
Delivered Or Mailed On
Net Income Per Return

$_______

Net Income As Agreed To______________
Net Adj.
$
Additional Tax
$_______

Protest Filed On__________________
Conference Held On_______________

Negligence Penalty_____________
Fraud Penalty_________________
Interest From

With Conferee____________________
At_______________________________

To----------------------------------- $
Total Due
.
$

PROTEST RECORD

CASE DISPOSITION AS FOLLOWS:

OTHER NOTES:
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AGENTS’ REPORT DATED__________________________ RECEIVED ON_________

EXPLANATION OF CHANGES IN NET INCOME BY THE U.S. TREASURY DEPT.
UNALLOWABLE DEDUCTIONS AND ADDITIONAL INCOME
ITEM

TOTAL

$

NONTAXABLE INCOME AND ADDITIONAL DEDUCTIONS
ITEM

TOTAL

$

NET ADDITIONAL INCOME

$

JOURNAL ENTRIES TO BE PUT ON BOOKS AS AT

Refund Claim to Be Filed:
For $

Notes:
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DR.

Client to Be Billed:
For $

Bill Sent On

_

CR.
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Tax Examination
Control Sheet

Tax Case Record
Date______________________

File No____________________

Taxpayer_____________________________________________________________________
Address______________________________________________________________________

Phone_____________________________________ Client Contact_____________________

Partner_____________________________________ Supervisor_______________________

Tax Accountant______________________________Revenue Agent____________________

Attorney_____________________________________________________________________

(A) Examination
Taxable Years Being Examined__________________________________________________
Statute of Limitations
Principal Issues and Approximate Amounts Involved for Each Year___________________

(B) Revenue Agent’s Report
Date of Revenue Agent’s Report_____________________ Date Protest Due------------------

Extensions for Protest__________________________________________________________

Taxable Years, Deficiencies, and Overassessments__________________________________

(C) Conference

Conference Date______________________________________________________________

Conferee__________________________________________ Results____________________

(To be prepared in triplicate)
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(D) Appellate Staff

Date of Assignment to Appellate Staff

Conference Date ________

Conferee

Results

(E)

Tax Court

Date of 90-Day Letter.

______ Date Petition Due

Date Petition Filed __

________ Hearing Date________________________

Judge---------------------

_____ Brief Due

Reply Brief Due...
Decision
Appeal

(F) Final Disposition

Date Waivers of Assessment Signed___________________________________ _
Taxable Years and Deficiencies or Overassessments Involved________________________

Approval of Settlement

Tax Department_________________
Partner or Supervisor_____________
Client__________________________

Date Collector’s Bill Received _ _________________________________________________
Date Refund of Overassessments Received _________________________

Date Interest on Overassessments Received______________ ________________________
Protective Refund Claims Filed—Years and Amounts Involved; Date Filed

Remarks

Case File Closed:
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Accountant ______________________
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When Fraud Is Raised
How to Spot the Incipient Fraud Case

Even a routine examination by a revenue agent can turn into a
fraud case. This is one reason why it is well to work as closely as
possible with the revenue agent. In a routine examination, the
CPA’s objective for the client is that he be cooperative, furnish
the agent precisely what the agent asks for, to the extent that he
has a right to it, answer precisely what the agent asks, and volun
teer nothing.
The tax fraud investigation, however, is something else again,
and the CPA’s reaction must be something else, also. But how
does the CPA know he has a tax fraud investigation on his hands?
Practitioners should be alert to the kinds of IRS agents who
become involved and to the nature of investigative techniques.
The special agent is supposed to tell the taxpayer that he is a
special agent, give the taxpayer a description of his function, and
advise the taxpayer of his constitutional rights (see IRS Docu
ment 5661 and IR 949). Unfortunately, it is at least alleged that
some special agents still fail to do this, and it is undoubtedly true
that investigations that have fraud prosecution as a possible out
come are often commenced without the special agent’s actually
appearing on the scene in the beginning. Strike-force agents or
“bird dog” agents may be involved instead.
Although not technically a tax fraud investigation, the so-called
strike-force investigations by the government inherently have the
potential for tax fraud charges as well as charges of violation of
9-1

other federal laws. Revenue agents assigned to strike-force units
are not special agents and therefore are not required under IRS
rules to give the taxpayer any type of warning. Nevertheless, their
basic function is to uncover possible criminal activity. The CPA
should give his client the same type of advice that he would if a
special agent were involved. (See the discussion that follows
under “The CPA’s Duty to the Client.”)
Special agents can be easily identified by asking what IRS
audit group they are assigned to and who their supervisor is—
information that should always be obtained from an IRS agent at
the very beginning of any audit. Even if the special agent did not
otherwise identify himself as such, the CPA should recognize that
the supervisor is not a regular audit supervisor. Also, the special
agent’s wallet card identifies him as a special agent. But a strikeforce agent is still part of his regular field audit group, so a ques
tion as to his group produces no useful identification. He still has
the same ID card. He may be asked at the very beginning whether
this is a routine audit, a TCMP (Taxpayer Compliance Measure
ment Program) examination, a strike-force examination, or an ex
amination in which a special agent is involved. A record should
be made of the precise question asked by the CPA and the pre
cise answer obtained. If the agent assures the CPA that he is not
part of a strike-force and is not working on a fraud investigation,
the CPA can assume that he probably is not.
Nevertheless, if the nature of his investigative work appears
peculiar, with excerpts from, and photocopies of, records being
made in great detail, the CPA should probably talk to the agent
again and, unless he is fully satisfied that there is nothing crim
inal potentially involved, proceed on the assumption that the
agent is investigating possible criminal tax or other activities.
Even if the agent is not a strike-force agent, he may be work
ing in cooperation with a special agent. A small minority of rev
enue agents, although not special agents, appear to enjoy involve
ment in criminal investigations and repeatedly get involved in
cases where they work for, or ultimately refer the matter to, a
special agent. The CPAs in a local community generally learn
who these agents are, and exchange of such information is one of
the many advantages of maintaining close relationships with col
leagues, belonging to tax luncheon groups, and so forth. Such
agents are sometimes referred to as “bird dogs.” Again, the CPA
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will usually be alerted to the presence of a “bird dog” by the type
of questions he asks and the extensive amount of copying he
does.
Obviously, spotting such situations requires close involvement
by the CPA in the IRS examination. While this is important any
way, it is crucial if the CPA is to spot these odd situations in time
to do something about them. While the CPA gets involved with
IRS examinations as a routine part of his practice, the client has
no standard against which to compare the current examination
and hence cannot spot unusual behavior by the agent.
In many fraud cases, also, the special agent visits the taxpayer
last to fill any holes he may see in his case. In this situation, the
taxpayer hears that a man from the Treasury Department is talk
ing to his security broker, to real estate agents, to his banks, and
so forth, examining their records of transactions which involve
him. Now, in many of these instances, the special agent is merely
routinely following up a lead, and nothing at all may come of it.
It is impossible, however, to tell in advance whether or not this is
the situation. The taxpayer, once he becomes aware of such inter
est being taken in his transactions, usually mentions this to his
CPA.
The CPA may discover he has a potential fraud case on his
hands before the IRS discovers this. For example, a CPA pre
pared the return Jones filed for last year. Jones now comes to the
CPA’s office, visibly upset. He left out a substantial amount of
income. He thought insurance dividends were nontaxable—not
realizing that the nontaxable dividends were those on policies,
not those on common stocks. Or he thought that the profit on
the sale of a building lot was not taxed as long as he reinvested
the proceeds in another building lot. Or he didn’t realize that the
$100 per car “gift” he received from his friend the car dealer for
referring customers to him might be construed as taxable in
come. He explains to the CPA how this happened, and it can be
seen that, if what he says is true, he had no fraudulent intent.
Certainly, as a minimum, the CPA is obliged to advise him to file
an amended return. But, is the CPA thereby exposing him to a
possible fraud charge? For there is no voluntary disclosure pol
icy at the moment to protect the taxpayer, although there is a
likely assumption by the IRS and courts that voluntary disclosure
of this sort tends to refute any fraudulent intent. Will the
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amended return help the client or will it hurt him?
Few CPAs are experts on fraud as a criminal matter. Most do
not aspire to become experts. Yet it is the practitioner on the fir
ing line, unskilled in fraud cases though he may be, who will be
the first professional to whom the client will turn or who will be
the one who first spots a fraud case in the making.
The CPA’s Duty to the Client
What can the CPA do for the client? First, he may be misled
by statistics. The statistics indicate that most fraud cases do not
result in prosecution. The worst that happens is that a deficiency,
plus a 50 percent civil fraud penalty, is assessed against the tax
payer. He may lose some money, but his reputation is unblem
ished and his freedom unimpaired. This happens when the special
agent feels that he has clear and convincing proof, but not proof
of fraud beyond a reasonable doubt.
But this bland probability that nothing too awful will happen
as the result of the fraud investigation hides the bitter pill that if
the agent feels he has a case where he can prove fraud beyond a
reasonable doubt, the client may have his whole life shattered.
From a law-abiding businessman, a pillar of the church, or a
trustee of the university, he may be transformed, with great pub
licity, to a number in a penitentiary. Of course, he may get a
suspended sentence.
Who is the CPA to gamble with a man’s reputation and his
freedom?
If the CPA were an attorney with extensive experience in
fraud cases, he would know what he was doing. But if he is a non
lawyer, or an attorney with no tax fraud experience, he should
search his conscience carefully before he sallies forth to serve his
client unaided.
From talking to lawyers with extensive tax fraud experience,
and from reviewing cases where the taxpayer has been convicted,
one emerges with the definite impression that most taxpayers con
victed of fraud provide the very evidence that produces their con
viction. Facts, figures, and statements furnished by the taxpayer
in good faith may be twisted and used against him. The damag
ing data remains in the record, while other facts and figures
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which would tend to offset the destructive ones are, under the
rules of evidence, pushed aside as inadmissible self-serving state
ments. At the first hint of fraud, the client needs competent coun
sel aimed at protecting him. A crucial decision must be made
early in the case as to whether to cooperate with the government
or to devise strategy to prevent the government from building a
case against the client.
The Fourth Amendment and the Fifth Amendment, respec
tively, provide the individual taxpayer with protection against
having to produce his private books and papers and testify against
himself. The courts are not yet in agreement that the Miranda
rule requiring warnings is applicable in noncustodial tax fraud
interrogation situations.1 The constitutional protections against
self-incrimination can be easily and unknowingly waived. It is
thus extremely important that they be asserted at the earliest pos
sible stages in the fraud investigation, or they may prove inef
fective.
The last person in the world who should be involved in all of
this is a nonlawyer. Whatever the client tells him, whatever he
learns from investigating the client’s records, whatever he has
in his files, may all be used against his client, the taxpayer. Thus,
if a nonlawyer were to attempt to represent the client in a fraud
situation, on the basis that only civil rather than criminal fraud
was likely to result, his testimony could be compelled from him
and used to convict his own client.

Civil Versus Criminal Fraud
In terms of the punishment, the difference between civil and
criminal fraud is that civil fraud is not a crime although it sub
jects the taxpayer to a penalty of 50 percent of the amount of the
deficiency if any part of the deficiency is due to fraud, while
criminal fraud is a felony which can carry a fine of $10,000 and
imprisonment for not more than five years on each count. A tax
payer convicted of criminal fraud will also be held liable for civil
fraud, but the reverse is not true—a taxpayer acquitted on crimi

1 See, for example, Albert M. Dickerson, CA-7, 413 F2d 1111 (1969) and
William A. Agoranos, CA-5, 409 F2d 833 (1969).
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nal fraud charges may still be found liable for the civil fraud
penalty.
In the criminal fraud case, the government must produce clear
and convincing proof of guilt, beyond a reasonable doubt, that
fraud has been committed. There is no beyond-a-reasonabledoubt test in determining the presence or absence of civil fraud,
although the IRS has the burden of showing fraud by clear and
convincing evidence.
Civil fraud can, of course, involve considerably more dollars
than just the 50 percent fraud penalty. While there is a six-year
statute of limitations on criminal fraud, the statute of limitations
never runs on a year if any part of the deficiency for that year is
due to fraud. And once the statute has been opened on a year by
the government proving any amount of fraud, the burden of proof
is then on the taxpayer to rebut the presumption that the IRS de
ficiency determination is correct.
An unusual case illustrating how this can work involved a
former federal judge, Reuben D. Silliman.2 Judge Silliman was
77 years old in 1952 when the government asserted against him a
tax deficiency involving the years 1924 and 1926. The deficiency
itself amounted to approximately $235,000, but in addition there
was a fraud penalty of $117,000 and accrued interest—for 28
years at 6 percent—a total of $732,000.
Judge Silliman had been a judge of the Hawaiian Tax Appeal
Court, of the Republic of Hawaii, and of the Territory of Hawaii.
In 1905, he moved to New York City and practiced law there
until his retirement. He filed tax returns for the years 1924 and
1926. Those returns were audited by what was then called the
Bureau of Internal Revenue. After the audit, the Judge cleaned
out his files for those years.
His tax problem arose with respect to two persons he repre
sented before the Office of the Alien Property Custodian. A law
known as the Winslow Act limited the fee that could be received
for such representation to 3 percent of the value of the property
recovered. Judge Silliman was unwilling to handle the cases for
less than 13 percent. The agreement he made with the clients pro
vided for a fee of 13 percent, if it could legally be paid, and pro

2 Reuben D. Silliman, CA-2, 220 F2d 282 (1955), aff'g 12 TCM 707.
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vided that if the maximum fee was 3 percent the client would
make a gift to him of the additional 10 percent. The judge
claimed he discussed the treatment of this extra 10 percent with
an official of the Bureau of Internal Revenue, who told him that
since it was a gift, it did not have to be reported as income. He
also claimed that he did not conceal the receipt of those amounts
from the Bureau of Internal Revenue agent who audited his tax
returns for 1924 and 1926.
Except for the judge, all the people involved were dead or un
available by the time he was charged with fraud 28 years after
the tax year in question, and he died before the case was com
pleted. All of his supporting records had been destroyed. A crim
inal case had long since been barred by the statute of limitations,
but no statute barred the government from collection of threequarters of a million dollars.
The Tax Court judge said: “The [taxpayer] places emphasis
on the span of years that has elapsed between the occurrence of
the events upon which the deficiencies are based and the [gov
ernment’s] determination. We are not unmindful of this fact. It is
regrettable that it should occur, but the open statute in case of
fraud is the enactment of Congress and it is beyond our power to
change it.”
What to Do About Working Papers
Under the laws of most states (and absent those, even under
the common law) working papers prepared by an accountant or
auditor who serves a client as an independent contractor are the
property of the accountant and not of the client. What should
the CPA do when a revenue agent or a special agent walks into
his office and demands these working papers or other data from
files relating to the CPA’s clients?
The situation will vary, depending in large measure upon state
law, and perhaps even the federal judicial district in which the
CPA happens to be. One approach is to obtain now, before the
issue ever comes up, a written opinion from competent counsel
on the basis of which the CPA can conduct himself. Among other
advantages of such an opinion is that he can show it to the agent
demanding the data as a reason for his failure to hand it over to
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him immediately. An opinion of this sort, prepared for an Arizona
CPA firm, follows:
You have asked me to comment on the dilemma faced by
certified public accountants when a demand is made by revenue
agents for information in your files relative to one of your clients.
The dilemma is created by A.R.S. Sec. 32-749 which provides that
certified public accountants shall not be required to divulge nor
shall they voluntarily divulge information they have received by
reason of the confidential nature of their employment. The section
further states that it does not change or affect the criminal or
bankruptcy laws of this state or the United States.
As you know, Sections 6402 (e)(2), 6421 (f)(2) and 7602
of the Internal Revenue Code give broad authority to the secre
tary or his delegate to summon information from any person.
Section 7603 sets forth the manner of service of the Summons
and Section 7604 deals with enforcement by the District Court of
the Summons.
As you are also aware, the circuit courts have not been uni
form in their treatment of a claim of privilege under state law
as against a summons by Internal Revenue.3 Further it is not
clear whether the courts regard the attorney-client privilege,
whether statutory or under the common law, as more sancrosanct
than the statutory accountant-client privilege. In Baird, the at
torney-client privilege was upheld. In Falsone, the accountantclient privilege was denied. A further area of doubt is the meaning
of the exclusion in the Arizona Statute as to state and federal
criminal laws. It seems clear that a grand jury subpoena cannot
be ignored.4 But what of a revenue or special agent who states
only that “possible” criminal tax liability is involved or refuses
to disclose what is involved?
With the present unsettled state of the law, it is my opinion
that you may be subject to a civil damage suit by your client or
disciplinary action by your society as to persons injured by your
voluntary disclosure.
When such information is requested, I would recommend that
you seek authorization of the persons involved before making
the disclosure. If permission is granted, you are justified in mak-

3 Frank J.
Alva C.
Hospital,
4 James J.
246 F2d
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Falsone, CA-5, 205 F2d 734 (1953), cert den. 346 US 864;
Baird, CA-9, 279 F2d 623 (I960); Albert L. Lee Memorial
CA-2, 209 F2d 122 (1954), cert. den. 347 US 960.
Donnelly, CA-9, 201 F2d 826 (1953); Earl J. Carroll, CA-2,
762 (1957), cert. den. 355 US 857.

mg such disclosure. You should point out to the client, however,
that there are many legal questions involved, both in the issuance
and scope of the summons and that the client may wish to seek
legal advice.
When the client or his attorney refuses to allow you to disclose
the information, I believe you should inform the revenue agent
of this fact and state that you do not believe that ethically or
under the state law you can divulge the requested information
until ordered to do so by the proper court. It should be remem
bered that Section 7604 (b) gives authority to the court to punish
for contempt for failure to obey the summons. If the occasion
arose, it is possible that you might wish to bring the matter to
court on a motion to quash the summons.

Privileged Communication in Tax Matters
The question of working papers leads into the question of
privileged communication. Different situations exist in dealing
with the tax man who is an attorney, or who is both an attorney
and an accountant, or who is an accountant practicing in a juris
diction which confers privilege (to at least some degree) on ac
countants, or who has no claim to privilege at all.
The function of the attorney-client privilege, which is firmly
rooted in our common law, is to facilitate the giving of legal ad
vice by protecting the lawyer against being forced to disclose
facts revealed to him. It is limited, though, to the precise situa
tion in which the information is disclosed to the attorney in
order to allow him to give legal advice or prepare a case. The
privilege does not extend to otherwise unprivileged documents,
such as the accountant’s working papers, turned over to the at
torney. In at least one circuit (the Ninth), it is possible that the
privilege may be denied if an accountant is present when the
information is being disclosed. The privilege does not appear
logically to be applicable to data given to an attorney for use in
preparing an income tax return since the information would be
furnished with the expectation that it would be disclosed.
If the tax practitioner is both an attorney and an accountant,

when he functions as an accountant rather than an attorney he is
no more clothed with privilege than any other accountant. How
ever, since there is a great deal of gray area, it is probable that
some of the things an accountant could do and that an attorney
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could also do might be deemed to be done by the practitioner as
an attorney. Thus, in handling a fraud case, he could prepare
working papers and so forth without removing these from the
area of privilege.
Some state laws confer on public accountants and CPAs some
sort of privileged communication status. We have already indi
cated that the privilege conferred by state law will not be recog
nized in a federal tax matter. Note that there is no standardiza
tion of the privileged status accorded accountants under state
laws. Thus, the Illinois statute, which has been applied in civil
cases (nontax) in the federal courts, puts no limitation on privi
lege granted, while Arizona exempts criminal and bankruptcy
matters.
The accountant who has no claim to privilege at all is in the
same position in a tax case as any third party. If the IRS can
show relevance and can specify with some exactitude what it is
it wants, it can compel production. In a court proceeding, the
IRS can also compel the accountant to testify—unless, of course,
he pleads that such testimony might tend to incriminate him.
The implications of such a plea are sufficiently unfavorable to
discourage its use except when warranted by its truth.
How Can the Accountant Cooperate With the Attorney?

This, indeed, is the big question in the fraud field. Its answer
is far from clear, and perhaps the ultimate answer can only
emerge from legislation clarifying the relationship of lawyers and
accountants and the area of privileged communication.
It is obvious that the lawyer must be the key man in a fraud
case, but one of the best ways to win a fraud case is to show that
there is no deficiency. This requires extensive auditing of the
transactions for the years in question, in an attempt to find ad
ditional deductions, items of income that were not properly in
cludible or includible in other years, and so forth. Many fraud
cases are built, at least in part, on a net worth approach. Again,
substantial accounting work is required in attempting to recon
struct balance sheets at the appropriate points in time.
Thus the accountant is almost indispensable to the lawyer in a
fraud case. How is he to obtain the accountant’s services? Attor
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neys can hire the taxpayer’s accountants. They may find, though,
that the work papers prepared by the accountants may be demand
ed by the TreasuryDepartment.5 Whether the working papers are
“privileged” or not can then be determined by the federal courts.
In U.S. v. Brown6 the district court judge spelled out the limita
tions of the privilege in such a situation. It “does not cloak all
papers prepared prior to that employment.” Nor does it cover
memos prepared for the CPA’s own files by his own personnel,
even though they summarize telephone and other discussions with
the attorneys. It likewise does not cover the CPA’s copy of memos
sent to the accountant by the attorney, nor of communications be
tween the attorney and the CPA for “the sole purpose of aiding
the accountant in preparing an income tax return for the ac
countant’s client.” Said the judge, “The courts should not con
done a policy of cloaking essentially accounting services under
the protection of the attorney-client privilege simply because the
attorney officially employs the accountant who was previously
employed by the client to provide essentially the same services in
the preparation of income tax returns.” In fact, it would appear
from Brown that the courts may well give the narrowest possible
construction to cloaking the accountant with the attorney’s privi
lege.
Attorneys may also retain a new accountant, either as an
employee or as an independent contractor. Under such a circum
stance, the communications made to the accountant at the direc
tion of the attorney to facilitate the provision of legal advice
might be privileged.7 The idea here is similar to the situation
where an attorney must hire an interpreter in order to communi
cate with the client. Presumably, any working papers prepared
in this interpreter role would also be clothed with privilege if the
agreement between the attorney and the accountant made clear
that they were at all times the attorney’s property. But as dis
cussed relative to Brown, the courts may interpret narrowly the
scope of the privilege. Where the accountant’s work, whether as
5 Samuel Reisman v. Caplin, 375 US 440 (1964), aff'g CA-D.C., 317 F2d
123 (1963).
« Earl Brown, CA-7, 478 F2d 1038 (1973), aff'g DC, Ill., 349 F. Supp. 420
(1972).
7 Louis Kovel, CA-2, 296 F2d 918 (1962).
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an employee or an independent contractor, involves the prepara
tion of tax returns for the client, or the rendition of other services
not specifically and solely oriented to the attorney’s rendition of
legal advice or preparation for litigation, the privilege may not be
available. But it does appear that availability of the privilege
might be helped if the accountant has not previously done work
for the client, and, concurrently, does nothing other than that re
lated to the fraud issues with which the attorney is involved,
since it may otherwise be impossible as a practical matter to so
compartmentalize the CPA’s memory and his files as to separate
what came before from what came after the advent of the lawyer,
and separate what he knows because of this relationship and
what he knows because of that.
The rules of evidence for federal courts promulgated 11/20/72
by the U.S. Supreme Court would appear, if finally adopted
without change on this point, to broaden the scope of the lawyerclient privilege for the accountant by extending it to a “repre
sentative of the lawyer” and to “representatives of the client.”
Illustration 9-1 is a sample of what an engagement letter be
tween an attorney and an accountant might look like in a fraud
case. The objectives of such an engagement letter would be—

1. To create a clear relationship of employment by the attorney,
so as to bring the engagement within the scope of the Kovel
rule (296 F2d 918).
2. To make clear that the review of the returns (or their prepa
ration and review, if that is what the engagement contem
plates) is not for the purpose of preparing returns for filing
with the IRS, but rather for preparing returns that the attor
ney can have available to use in advising his client on the
legal matters for which he has been employed.
3. To make clear that working papers are the attorney’s, not the
accountant’s.
4. To cover responsibility for paying for the time and expenses
that may be subsequently involved.
Powers of the Treasury Department
The tax law requires a taxpayer to keep records. It requires a
taxpayer to make them available for examination. But what rec
ords? The answer would seem to be “such permanent books of ac
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count or records, including inventories, as are sufficient to estab
lish the amount of the gross income, and the deductions, credits,
and other matters required to be shown in any return.”
In general, then, except when any suspicion that a fraud case is
involved, the IRS has a perfect right to examine the general
ledger and the journal as well as the formal record of inventory,
if one was taken.
Beyond that, though, the nature of the Treasury Department’s
right is one to be determined on a case-by-case basis. As to third
parties who may get involved, such as the accountant, Sec. 7605
appears clearly to prevent any demands for immediate production
of books and records. This seems to be so because of the mecha
nism for compelling the production of records, which is the sum
mons. Only a summons is enforceable by the district court, and a
summons must allow not less than ten days for the person to ap
pear.
Thus, a revenue agent’s demand for access to the correspondence
files of a taxpayer could simply be refused, on the ground that
these files are not books and records required to be maintained
for purposes of determining tax liability. If the agent wished to
compel access to the correspondence files, he must issue a sum
mons specifying what he wanted the taxpayer to produce. The
taxpayer could appeal to the district court at this point, since he
has ten days from the issuance of the summons in which to act.
As a practical matter, except in a fraud investigation, it is un
likely that an agent would use a summons. He gets the informa
tion he wants by simply proposing to disallow a deduction.
Preventing Fraud Cases
One of the problems that obsess conscientious tax people is the
gross unfairness of the extensive use of the net worth method of
determining deficiencies and then imputing fraud because of the
resulting deficiencies. The method seems particularly unfair when
it is remembered that individual taxpayers are not required by
law to keep records of a sort which allow for construction of a
net worth statement. The records they have are used by the gov
ernment to bolster its case, while the taxpayer’s unsupported
statements (as to cash on hand, for instance) are simply disre
garded as self-serving.
M3

Corporations and partnerships, since they are required to pre
pare balance sheets, are not subjected to this particular hazard.
Where the taxpayer has particularly sloppy records, many prac
titioners, at the time of preparing a return, do their own net
worth analysis to determine whether the data reported appear to
hang together. This requires preparing a balance sheet as of the
beginning of the year, estimating the taxpayer’s nondeductible
consumption expenditures for the year, spotting any items of non
taxable in-flow, and preparing an end-of-year balance sheet. The
work involved is extensive, but it enables the taxpayer and the
CPA to spot substantial omissions which might otherwise prove
embarrassing.
Certainly, as a minimum, every individual taxpayer-client of
the CPA office should be able to identify the source of every
deposit made in every bank and brokerage account he has. Once
the client has attempted to make such an identification when the
CPA completes his return, the CPA will find him voluntarily mak
ing notes on his deposit slips and saving the slips, instead of go
ing through the misery of a year-end reconstruction again.
The CPA profession has no sympathy for tax evaders and even
less for practitioners who encourage evasion. It is the tax prac
titioner’s duty to his client to take all reasonable steps possible
to insulate his client against inadvertent errors that might result
in a fraud charge, whether civil or criminal. In situations where
the records kept are not adequate to allow him to feel satisfied
that proper information is being reported, it is the practitioner’s
duty to himself and his profession to take sufficient additional
steps to remove that doubt from his own mind. This, again, is a
situation where the interests of the client and of the practitioner
are identical. No client wants to run the risk of a fraud charge,
and therefore no honest client should rebel at taking the addi
tional steps and incurring the additional cost necessary to assure
himself that such a charge will not be possible.
Illustration 9-2 sets forth the IRS approach to reconstructing
income by indirect means (the T account, net worth, source
and application of funds, and bank deposit methods). If the
CPA’s client cannot come up with a clean bill of health under
any one of these approaches, he is asking for serious trouble
sometime. There is no time like the present for the CPA to set
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him straight—or possibly decide that he doesn’t want him as a
client in the event that he is unable or unwilling to resolve the
questions that are likely to be raised.
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Illustration 9-1 Engagement Letter to an
Attorney Relative to a Tax Fraud Case

March 14, 1974

Dear Mr_________ :
This letter confirms our agreement of March 12, 1974, whereby we will
render professional services directly to you, and not to the taxpayers
involved, under the conditions prescribed herein, in order to enable you
to provide legal advice to these taxpayers.
We will assist in preparing certain tax returns, some of which are
delinquent, as follows:

Name of Taxpayer

Tax Return Form

Taxable Years

1.
2.
3.
4.
Our assistance will consist of the following procedures:

1.

2.
3.

4.
5.

Receive from you the draft copy of some returns together with books,
records, any other data and tax work papers used in drafting the
returns, and receive the data needed to prepare other returns.
Prepare the returns that need preparation from the data supplied by
you.
Cross-check the returns with the source data, for mathematical error,
and confirm that the substantiating evidence is adequate to support
the returns.
Verify the mathematical calculations in each return.
Review each return.

It is understood by us that these returns are not being prepared or
reviewed with the objective of their being filed with the IRS, but such
returns are, at least at the point of our involvement, necessary data so as
to allow you to furnish informed legal advice to your clients, the taxpayers
involved. The decision as to whether, and in what form, these returns
shall be filed is one that will be made by you. In the event that the returns
are ultimately filed, it is probable that Treasury Regulations will require
the preparer’s signature on the returns. If you decide that, in spite of your
employment by us in this matter, our signature is required, we will be
happy to affix it if the return being filed is in substantially the same form it
was after our preparation or review.
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All working papers, schedules, memoranda, and so forth that we may
receive or prepare in connection with this engagement are, and shall at all
times be and remain, your property and shall be surrendered to you at
your request at any time during the engagement, as well as being surren
dered to you at the completion of the engagement. It is understood and
agreed that you will review the work done for you as the work progresses,
and that upon our turning over to you the working papers, schedules,
memoranda, and so forth relating to a particular segment of our work, you
shall have no right, claim, or cause of action against us for professional
negligence or for any other matter arising out of such work.
You agree to pay an initial and minimum retainer fee of $______ before
our work begins. To the extent the fees for our services, computed under
our special per diem rates for tax services, plus our out-of-pocket ex
penses, exceed the minimum retainer, invoices will be rendered to you
and will be payable upon presentation.
In the eventuality that we are subpoenaed as the result of any work
performed for you in connection with this engagement, whether such
subpoena(s) be issued by the taxpayer, the government, or by any other
party, you agree that you will compensate us for the time involved in
responding to such subpoena(s) at our regular billing rates for professional
time; and in addition will reimburse us for all costs which we may reason
ably incur in connection with such subpoena(s), including fees of any
attorneys that we may retain on our behalf in connection therewith.
If this letter describes our agreement to your satisfaction, please sign
the enclosed copy of this letter and return it to me. If you wish to modify
this letter in any way, please advise me of your wishes.
Very truly yours,

Partner

Signature of Client

Enclosure
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Reconstructing Income
by the Indirect Methods

Internal Revenue Service
Training No. 3158-01 (5-73), Sections 3-7
3

CASH TRANSACTIONS (T) ACCOUNT

3.01
Introduction
The primary method of testing the income reported is an analysis of cash
transactions or T Account.
The theory is to consider all types of income and all types of expendi
tures as “cash transactions” flowing in and out of the cash account in
double entry accounting records. Income items will appear in the T Ac
count as “debits” (left column) and expenditure items will appear in the
T Account as “credits” (right column). If the total credits exceed the
total debits, the difference represents an understatement of gross re
ceipts.
3.02
Computation
After the pre-contact analysis has been made, prepare a T Account and
enter the known items from the return. The remainder are added after
the interview and after the books and records have been examined. An
example follows:

T ACCOUNT
Gross Receipts (per return)
Gross Rents
Miscellaneous Income
Interest Income and Dividends
Cash on hand
(at beginning of year)
Cash in banks
(at beginning of year)
Loans
Accounts receivable

(at beginning of year)
Accounts payable
(at the end of year)
Nontaxable income
Wages

Business expenses (less depr.)
Rental expenses (less depr.)
Personal living expenses
Purchase of assets
Cash on hand
(at the end of year)
Cash in banks
(at the end of year)
Loan Payments
Accounts receivable
(at the end of year)
Accounts payable
(at beginning of year)

Only items representing cash transactions should be entered.
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(A)
Adjustments are needed if the taxpayer is on an accrual basis. Beginning
and year-end balances of accounts receivable and accounts payable must
be entered. Accounts receivable are the same as cash and are similarly
entered, with the beginning balance on the debit side of the T Account.
Accounts payable are the reverse. The ending balance is a debit since it
represents expenses deducted but not paid, and therefore does not re
quire cash.

(B)
Only those dividends representing cash payments should be entered.
Neither the exclusion nor dividends reinvested appear.

(C)
Cash on hand or cash hoard represents the money which the taxpayer has
in his pocket or “in the mattress.”
(D)
Cash in banks requires several adjustments, since the bank statements do
not reflect checks or deposits which have not cleared the bank at the
beginning and end of the year.
(E)
Business expenses do not include such items as depreciation, bad debts,
spoilage, inventory, and so forth since they do not represent cash transac
tions.

(F)
Loan payments and specific asset purchases should be checked carefully
to avoid duplication.

(G)
Personal withdrawals affect the figure entered for purchases. Enter the
net figure in business expenses. Personal withdrawals will be picked up
later in the personal living expense figure.
(H)
Sources of possible nontaxable income might include:
(
(
(
(
(
(
(
(

1)
2)
3)
4)
5)
6)
7)
8)
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Income tax refunds
Loan repayments to taxpayer
Social Security benefits
Unemployment
Gifts and Inheritances
Sale of Personal Assets
Insurance Proceeds
Reimbursements
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( 9) Gambling, prizes, and so forth
(10) Other

These examples merely suggest possible items and not a complete list. As
an examiner you need to develop these items during the interview and
from the records submitted.
3.03
Technical Adjustment
A problem may develop when you recognize personal expenses claimed
as business expenses. Do you adjust these items by reducing business
expenses and also eliminating such items from the personal living expense
computation, or leave them as business expenses and include them as
personal living expenses? If the former computation were chosen, specific
adjustments would be required after determining the correctness of the
gross receipts by the T Account method.
The preferred computation considers all expenses representing cash
expenditure on the Schedule “C” as business expenses and includes in the
personal living expenses all the personal living expenses you can identify.
Therefore, the only difference in the figure used as Schedule “C” ex
penses in the T Account and those reported on the return is noncash
expenditures.
Because the gross income test is designed to verify the correctness of
gross receipts, any understatement calculated will not require any other
adjustments to items representing cash expenditures claimed as business
expenses.
Since an overstatement of expenses creates an understatement, addi
tional adjustments to the business cash expenditure items would dupli
cate the adjustment considered in the gross receipts.
When the test results in no understatement, indicating the gross re
ceipts are correct as reported, specific adjustments are applicable.
Technical adjustments to depreciation, bad debts, or other items rep
resenting noncash expenditures are always applicable.

3.04
Cash on Hand at Beginning of Period
It is important to get complete information about nontaxable income as
your efforts may be wasted if the taxpayer later provides information
regarding a nontaxable source of funds which explains the understate
ment. This is especially true of cash on hand or cash hoard. This informa
tion is a must in every indirect method. The best adjustment for unre
ported income will be lost if this item is not determined from the begin
ning. Once the taxpayer is faced with an understatement, he will try to
explain it. He cannot use the defense of “cash in the mattress” if he has
already furnished the amount.
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3.05
Example
The following example illustrates the T Account Method.
CASH TRANSACTIONS (T) ACCOUNT
1/1

Cash on hand and
in banks (B)
Wife’s Salary (A)

$ 2,000
5,000

Cross Receipts (A)

285,000

12/31

$292,000

Cash on hand and
in banks (B)
Expenses Sch. C
(less depr.) (A)
Personal living
expenses (esti
mated) (C)
Assets purchased (B)

$

7,000

287,000
14,000
2,000
$310,000

(A)
Amounts taken from the return.

(B)
Amounts determined from the initial interview and/or the bank state
ments.

(C)
Personal living expenses estimated from the initial interview. You may
ask the taxpayer for a weekly or monthly estimate which can be later
refined if necessary. This subject will be covered later.
This example indicates that income was understated by $18,000
($310,000 less $292,000).

3.06
Identification of Understatement
This understatement may result from unreported gross receipts, from
overstated expenses, from omitted nontaxable income, or from a combi
nation of these items. Enlist the taxpayer’s cooperation in explaining the
discrepancy. You may use one of the other methods (covered later) to
reinforce your position. If the understatement is resolved, make any
technical adjustments and close the case.
If the cash transactions method indicates that the taxpayer had suffi
cient money to cover the known expenditures, accept the income re
ported and “no change” the return if there are no technical adjustments.
Do not try to refine figures to the point of perfection. Time is important
and should be kept to a minimum if possible. As soon as you have enough
information to satisfy yourself that income appears properly reported,
conclude the examination.
Should you discover that the “Debit” column is substantially larger
than the “Credit” column, you have a different situation that warrants
further investigation. More than likely there are investments or other
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personal expenses of which you are not aware. You might then assume
that these investments would create additional income. Because there are
no sure answers to any imbalance, be very careful before concluding that
an under- or overstatement exists. You need to be sure of your ground
before presenting your findings to the taxpayer. Here experience will
help, but until you thoroughly understand the theory, check with your
O.J.T. Coach or supervisor before approaching the taxpayer again.
Using the cash transactions, or T Account, cannot be stressed too
highly. It is a simple method that can accommodate varied situations
without becoming overly technical. This method can be used in any ex
amination because of the relatively short time it takes to develop the
information necessary. Use it for all examinations requiring testing in
come. The results are accurate and the information easy to obtain.

4
4.01

EXAMINATION
Initial Interview

4.011
Introduction
The initial interview is an auditing technique used in every examination
involving one of the indirect methods of determining income. Fre
quently, the information developed by this method will determine the
eventual outcome of the case. Although most evidence exists in some
tangible form, such as cancelled checks, invoices, books, records, and
other items, much needed information can be obtained only through
discussion with the taxpayer. Developing skill in interviewing is a per
sonal matter in which the examiner’s personality plays a dominant role. A
successful examiner can improve his interviewing technique by concen
tration, practice, and a knowledge of human nature. Ask yourself, “What
do I want to know?” “Why?” In all indirect methods of determining
income you must know how much money the taxpayer spends and where
he spends it. Voice variations and facial expressions may indicate a need
for more extensive questioning. Don’t just hear the taxpayer’s reply, but
observe his reaction. It may be more important than the answer.

4.012
Planning the Interview
Careful planning of each interview is necessary; however, an outline is not
always required. Often more information can be obtained without direct
questioning, while at other times the examiner may want to lead the
interview with the specific questioning technique. This technique should
be used when the taxpayer tries to “ramble” and avoids giving pertinent
information.

4.013
Purpose of Interview
The primary purpose of the interview is to secure, by conversation with
the taxpayer, sufficient facts which will present an overall financial picture
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of the taxpayer. Such a picture will include savings plans, investments,
approximate standard of living, inheritances, and other items of income
and expense common to the man’s status in life. After the interview, the
examiner should be in a position to see if the reported taxable income
bears the necessary relationship to the taxpayer’s financial picture.
There is no substitute for good sound judgment and friendliness in
contacting the taxpayer for an interview. The examiner should attempt to
establish a rapport with the taxpayer. After identifying himself in a
friendly, affable manner and telling the taxpayer the purpose of his visit,
he should conduct himself to establish the confidence of the taxpayer as
early in the examination as possible. Begin the discussion by commenting
on a topic of apparent interest to the taxpayer. Display pleasant emotional
responses and avoid unpleasant expressions. Do not immediately attempt
to discuss involved technical matters but keep the conversation informal
and easy. Be fair and keep an open mind that is receptive to all informa
tion. Attempt to properly evaluate the taxpayer’s mental ability.
The interview techniques set forth in this text are not infallible. They
are suggested as aids or guides and should be used when appropriate. The
most important point to remember about this subject is that a good inter
view is a basic part of a quality audit.

4.014
Development of Interview
The following list contains some of the items which an examiner should
try to develop in making a quality audit:
(A)
Information about the taxpayer’s family and dependents. The family size,
dependents living outside the home, children in college, etc.

(B)
Unusual expenditures, extended trips, gambling, acquisition of unusual
assets, and the taxpayer’s hobbies should be considered. Although such
expenditures are personal, they should be considered probably as a lead
into the personal living statement.
(C)

Establish an annual estimated personal and family living expenses, if
feasible. It may be that all living expenses are paid through a personal
bank account and the taxpayer makes such a statement. The examiner
may utilize that data without acquiring a complete living expense state
ment. On occasion the examiner may take a living expense statement
form and question the taxpayer as to the items listed thereon and write in
the estimates.
(D)
Data relating to the taxpayer’s business history and related businesses. If
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the taxpayer owns controlling interest in various businesses or is a part
ner, this should be developed.
(E)
Secure information about accounts receivable, loans receivable, inven
tories, and a general statement as to how the inventories are valued and
method used. Ask that a record of the inventory be made available.

(F)
Acquire positive statements about business bank accounts and those per
sonal accounts of the immediate family. Be specific about all open or
closed accounts—business, personal, savings, certificate of deposits, and
other forms of money deposits. If the taxpayer does not have such records
available, request that he obtain them after the interview.
(G)
Request information about bank loans, personal loans, accounts payable,
and other borrowed funds. It may be more practical to cover loans made
outside the business which do not appear in the regular books.

(H)
Determine the taxpayer’s security holdings in stocks, bonds, mutual
funds, etc.
(I)
Obtain a listing of the real estate holdings. Be specific about the personal
residence and monthly payments. This could be a good indication that the
taxpayer is living beyond his reported income. Ask specifically about
purchases of real estate because this may disclose use of funds which have
not been reported.
(J)
Request a record of personal loans made to others—this may be to a
member of the family, a friend, or someone else. (Note: The material
requested on various assets and liabilities may vary if the examiner has
considered a gross income test by a specific technique.)

(K)
Since many taxpayers will attempt to explain an understatement by saying
that it is from cash hoards, it is imperative that cash on hand be covered
during the interview. Also, any increase or decrease in cash on hand is a
part of the gross income test.
(L)
Ask about cash control and understand the mechanics of how cash is
handled in the business and how expenses are paid. If certain expenses
are paid in currency, this is a good indication that receipts may not be
handled correctly.
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(M)
Ask about other assets—those that appear on the return and those that do
not appear on the return.
(N)
In developing the information, if a specific item appearing on the tax
return or pre-planning sheet needs some comment, it should be included
in the interview.

(O)
Find out if financial statements, independent audit reports, applications
for loans, work papers used to prepare the return, and other information
may be available. If so, request that it be made available since a verifica
tion of the return to records is to follow.

(P)
If the taxpayer’s prior or subsequent returns have been made available,
there may be items appearing thereon that have a bearing on the current
year—if so, this should be covered.
(Q)
At the conclusion of the interview, the examiner would have jotted down
notes of various records required. If the taxpayer or his employees do not
have such records readily available, ask that the taxpayer secure such
information—the examiner should not have to go find the data.

(R)
Determine whether the taxpayers received any nontaxable income such
as gifts, inheritances, proceeds from life insurance, etc.
(S)
Be discreet and find out whether or not the taxpayer received funds or
handled funds other than those reported. For example, in certain in
stances a taxpayer may be a trustee for certain funds and such must be
known.

The examiner should remember in following through with the inter
view that he is examining the taxpayer and not just the taxpayer’s books
and records. The most satisfaction can come by using ingenuity, common
sense, and being a little suspicious.

4.015
Personal Living Expenses
The initial interview is the proper time to secure as much data as possible
to determine personal living expenses. Personal living expense is a very
important aspect of any of the indirect methods of determining income. In
a quick test of gross receipts, a rough estimate of personal living expenses
may be sufficient. However, if this quick test shows a possible under
statement of gross receipts, these expenses should be as accurate as possi
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ble. Many taxpayers who are skimming off the top put the diverted funds
directly into increasing their personal standard of living. Without a
reasonably accurate determination of these expenses, the understatement
will not be disclosed. Many personal living expenses can be determined
directly by analyzing the checking account, while other expenses can be
obtained during the initial interview by skillfully asked questions. Hence,
these two sources become very important in determining the taxpayer’s
style of living. During the initial interview the taxpayer may answer more
honestly, because he does not know why the questions are asked. The
Personal Living Expense Form should be completed after analyzing the
bank account and the initial interview. Many items can be safely esti
mated. Only as a last resort should the form be presented to the taxpayer
to complete. This suggestion depends upon the policy of the individual
districts.
A sample format for obtaining an estimate of personal living expenses is
provided in Exhibit A, page 9-30. Recurring items can better be obtained
on a weekly or monthly basis and then converted to a yearly basis.
4.02

Evaluation of Documents

4.021
Introduction
Books and records vary depending on the type and volume of business.
There are two types of records for each business. The secondary or formal
records are the permanent books, work sheets, and so forth, which list or
summarize the information from the primary or informal records.
Usually the secondary records will agree with the return. Scan these
records for unusual items, but do not examine them extensively unless a
specific issue is part of the formal work plan or classification. The primary
records will be of more concern to the examiner. Of major importance are
the bank accounts.
4.022
Bank Accounts
Relate the information obtained in the interview to the analysis of all bank
and savings accounts. Develop a picture of the total operation of the
taxpayer. Determine where the money came from. Scan the duplicate
deposit tickets, if available, and investigate substantial or unusual de
posits. A large cash deposit made by a taxpayer whose receipts normally
consist primarily of checks needs an explanation. Identification of small
check deposits by a taxpayer whose receipts normally consist of cash may
indicate dividends, interest, or other income. Repeated or semi-annual,
monthly, and quarterly deposits of the same amount may indicate rental,
dividend, interest or other income accruing to the taxpayer. Observe the
ratio of cash deposits to checks. Is there a relative absence of cash, or a
relative absence of checks that would normally be accumulated in the
taxpayer’s business? If the taxpayer’s normal operations are primarily cash
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Exhibit A
Department of the Treasury-Internal Revenue Service

Form 4822
(July 1971)

STATEMENT OF ANNUAL ESTIMATED PERSONAL
AND FAMILY EXPENSES
TAX YEAR
ENDED

ITEM
Groceries and outside meals
Clothing
Laundry and dry cleaning
Barber, beauty shop, and cosmetics

BY CASH

BY CHECK

TOTAL

REMARKS

Education (tuition, room, board, hooks, etc.)
Recreation, entertainment, vacations
Dues (clubs, lodge, etc.)
Gifts and allowances
Life and accident insurance

Rent
Mortgage payments (including interest)

EXPENSES

2. HOUSEHOLD

1. PERSONAL

EXPENSES

TAXPAYER’S NAME AND ADDRESS

Utilities (electricity, gas, telephone, water, etc.)
Domestic help
Home insurance
Repairs and improvements

5. PERSONAL
ASSETS, ETC.

4. DEDUCTIBLE ITEMS

3. AUTO
EXPENSES

Gasoline, oil, grease, wash
Tires, batteries, repairs, tags
Insurance
Auto payments (including interest)

Contributions
Insurance
Medical
Drugs
Expenses
Doctors, hospitals, etc.
Real estate
Personal property
Taxes
Income (federal, state and local)
Other (FICA, etc.)
Interest
Alimony
Miscella Union dues
neous
Child care



Stocks and bonds
Furniture, appliances, jewelry
Loans to others
Boat

TOTALS

Form 4822 (7-71)
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receipts and his deposits are primarily checks, probably he is cashing
customer checks, or he may be pocketing the cash and using it for per
sonal expenses. Compare the annual deposits to the sources of gross
income reported on the return. Banks frequently show the total deposits
at the top of each monthly statement. Totaling the twelve monthly de
posits will thus give the total of annual deposits. Deposits greater than
gross receipts require an analysis to determine if loans, repayment of
loans, or extraneous items are reflected in the deposits. Another point to
consider is that the nature of the business or the convenience of the
depository may require the taxpayer to follow a pattern in making de
posits. Deviation from this pattern should bear questioning.
The examination of deposit slips may indicate checks drawn on out-ofstate banks. From the American Banking Association identification
number on the deposit slip the name and location of the bank can be
readily determined by reference to a banker’s guide. In all cases, if the
location of the bank on which the check for deposit has been drawn bears
little relation to the taxpayer’s business locality or sources of income, it
may need further investigation.
Find out whether deposits in personal or nonbusiness bank accounts
can be accounted for by withdrawals from business or other known
sources of funds.
When necessary, analyze the cancelled checks and group by categories
of personal, business, capital expenditures and loans. If the taxpayer is
present, ask him to help identify them. Notations on check stubs and the
face of the check may provide leads to various nonbusiness expenditures.
Use of adding machine tapes will avoid listing personal checks. Compare
the name of the payee with the endorsement. If they do not agree, or if
the name of any officer, partner, etc., appears as a secondary endorser,
determine why. If the checks are drawn payable to Bearer or Cash, glance
at the check book to see if the payee is the same one named on the check
itself. Look for unusual amounts and to whom paid and for what reason.
Determine whether the check cleared the bank and note it. Often in small
operations the owner will issue a check to an employee for payroll and
have the employee endorse the check. The employer will then cash the
check for the employee and keep the check as a record of payment.
Similarly, the employer may write a check to cash, withdraw cash, and
not deposit the check. Checks to the taxpayer and members of his family,
the bank, and department store may also list account numbers belonging
to the taxpayer. This information may disclose hidden bank accounts or
unknown expenditures.
The examining officer should glance at the endorsements, the clearing
bank, and bank markings when he inspects checks. Third-party checks
endorsed by the taxpayer may mean a fictitious deduction, or endorse
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ments not by a firm stamp may indicate forgeries by the taxpayer. The
location of the clearing bank on checks to cash may indicate a vacation in
another city.
Upon a detailed analysis of the checks, the amounts and frequency of
payments can be observed for personal items such as food, clothing, rent,
home mortgage and capital expenditures. If relatively few personal items
are being paid by check, the rest of the annual expenses were paid by
cash.
In general, if the examining officer were in the taxpayer’s shoes and
wanted to hide income or claim personal expenses as business expendi
tures, how would he go about it? Now, what is a method to detect this
evasion? Original approaches are left to the imagination of the examining
officer; however, there is no substitute for prudent judgment in determin
ing the extent to which the bank account analysis should be pursued.
Analyzing the taxpayer’s check disbursements is not only a means of
verifying expenses and deductions, but also a way of determining how the
taxpayer is spending his money. It is not necessarily what the taxpayer
says concerning his personal and nondeductible expenses, but what his
checks indicate to substantiate his mode of living. In short, the checks
may establish that the taxpayer is spending more than his reported in
come.

4.023
Other Documents
Other important primary documents are sales and purchases invoices.
These should be at least spot-checked to make sure that the secondary
records contain accurate postings. Since the records vary for each busi
ness, it is not practical to explain in detail the extent to examine records.
The training you receive on the job will provide the necessary guidelines
on a case-by-case basis.
If you have any questions or problems in interpreting the taxpayer’s
records, always stop what you are doing and ask the taxpayer. What is
obvious to him is not always obvious to you. Much time will be wasted if
you attempt to solve the problem yourself when a simple question may
clear up the confusion. In discussing the records with the taxpayer, it is
often advantageous to feign ignorance and let him tell you about his
business and records. More information can be obtained from this method
than by merely looking at the records and making assumptions.
The prior year return should be looked at for a comparison and any
major differences noted and considered. The taxpayer must file related
returns, such as payroll, excise, etc. Look at these to see if they were
properly filed. Copies of Partnership (Form 1065) or Subchapter S Cor
porations (Form 1120-S) returns should be glanced over to see if the
distribution was correctly shown on Form 1040. Contributions to capital
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and withdrawals will be items needed for income testing by an indirect
method.
As you analyze records, make notes of unusual items to consider along
with the interview notes.

4.03
Analysis of Evidence
Once the initial interview has been completed and the records examined,
there will be additional facts to consider. The taxpayer may provide
further information and various conclusions will be drawn from analysis of
the records. These additional facts are then considered with reference to
your pre-contact analysis. You are now ready to elaborate on the T Ac
count which you began during pre-contact analysis. By entering various
items you can determine whether income was understated or overstated.
If at this point you feel that further elaboration is necessary, you may test
your findings by one of the other methods (net worth, source and applica
tion of funds, bank deposit analysis).
4.04
Concluding the Examination
An examiner must use sound judgment in deciding when an examination
should be terminated. It is rarely, if ever, necessary to verify every item
on the return or to analyze every account on the books. An examiner,
however, is expected to extend the audit to cover all unusual and ques
tionable items, including all items noted on his examination planning
sheet. Conclude the audit when you have considered all items necessary
for substantially proper determination of the tax liability.
If the examination results in an understatement, it is your job to explain
the understatement to the taxpayer in terms he understands. If he agrees
to your determination, you will not need to refine your computation. If he
does not agree, you may need to use another method to reinforce your
position.
Previously you have been told that you should examine the taxpayer
and not just his books and records. This is true. However, when conclud
ing the examination your arguments should be with the books and records
rather than with the taxpayer. In other words, try to avoid a situation
where personalities become involved. You will be more successful in
concluding examinations.
Closing a case is possibly the most difficult part of an examination. You
must be tactful in pointing out errors in the books or records so that you
do not criticize the work of the taxpayer’s employees or his representa
tives. You must be patient in explaining the provisions of law, bearing in
mind that what is clear to you as an examiner is not so clear to persons in
other fields of work. The written explanation of adjustments should be
clear to the taxpayer and concise. The schedules should guide the reader
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to a conclusion which is easily followed and understood. Always keep an
open mind and listen to the taxpayer’s explanation. The possibility that
you may be wrong always exists and you should readily admit any errors.
Always remember that your job is to determine the correct tax, regardless
of the outcome.

5

NET WORTH

5.01
Introduction
The net worth method is probably the best known of the IRS’s weapons
for detecting unreported income. Historically it has been used primarily
in fraud cases. Courts have recognized the net worth method probably
because it is presented in the familiar balance sheet format readily recog
nized in the business world. The net worth method is based on a complete
financial picture and on the theory that increases or decreases in the
taxpayer’s net worth during a taxable period, adjusted for nontaxable
expenditures and nontaxable income, must result from taxable income.

5.02
Basic Theory of Net Worth
In this type of examination the taxpayer’s net worth, that is, the difference
between his assets and his liabilities, must be determined at the begin
ning and at the end of the taxable year. The difference between these two
amounts is the increase or decrease in his net worth. Adjustments are
then made for nondeductible and nontaxable items to arrive at taxable
income.
The net worth method is an excellent one to use when the accounts on
the taxpayer’s books appear false, incomplete, or missing. It is also re
commended when two or more years are under examination and when
the taxpayer has several assets and liabilities which changed during the
year.
A net worth statement prepared and submitted by the taxpayer can
save much of the examining officer’s time. The statement should be
checked carefully for inaccuracies and omissions. A net worth statement
in the file on the taxpayer will always be available as a starting point for
any future income verification.
A study of the taxpayer’s insurance coverage can suggest the extent of
unreported income. Life insurance and annuities might be a good reflec
tion of the taxpayer’s own opinion of his earning power. Insurance on the
stock of merchandise might give a clue to the true inventory value. Bur
glary and theft insurance could disclose the existence and the value of
furs, jewelry, antiques, and rare collections. However, some caution will
be necessary before relying on these valuations; taxpayers may have had
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some reasons of their own for over-insuring or under-insuring their assets.
If the taxpayer is an alien or a naturalized citizen, the Immigration and
Naturalization Service may have the taxpayer’s sworn statement of the
value of property brought into the country. This information may supply
an excellent starting point in some cases.
5.03
The Net Worth Computation
The formula for computing income by the net worth method is:
(A)
Assets less Liabilities = Net Worth

(B)
Net Worth—End of Year
Less: Net Worth—Beginning of Year
Increase or Decrease in Net Worth
Add: Nondeductible Expenditures
Total
Less: Nontaxable Income
Adjusted gross income (This figure would be
net or taxable income in the case of part
nerships and corporations.)

$ XXX
XXX
$ XXX
XXX
$ XXX
XXX

$ XXX

(C)
To arrive at the correct taxable income, reduce the adjusted gross income
figure by allowable itemized deductions (or standard deduction) plus the
personal exemptions.
In the net worth method you must use the same accounting method the
taxpayer used in his return, unless the examination shows that the ac
counting method should be changed. If the taxpayer reports on the cash
basis, items like business accounts receivables and payables would not be
used. However, if the taxpayer is on the accrual method, all accrued
business assets and business liabilities would be used. If the taxpayer
elects to report on the installment basis, the element of unrealized gross
profit should be set up in the liability section of the balance sheet. If
returns are filed on a fiscal year basis, the balance sheet dates should
conform to that basis.
The net worth computation consists of preparing balance sheets for the
beginning and end of each year, including reserves for depreciation and
amortization computed on the correct basis. Asset values should be listed
at cost or taxpayer’s basis.
After computing the net worth for each year, determine the increase or
decrease in net worth by comparing the net worth at the beginning and
end of each year.
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5.04
Below-the-Line Adjustments
Next, make adjustments to account for expenditures not included in the
assets and liabilities, as well as various nondeductible and nontaxable
items. These adjustments are commonly referred to as below-the-line
adjustments.
Following are some examples of items which should be added to the
increase or decrease in net worth:
(A)
Personal living expenses

(B)
Income tax payments

(C)
Nondeductible portion of capital losses
(D)
Losses on sale of personal assets (if included as assets on the balance
sheet)

(E)
Gifts made

The following items should be subtracted from the increase or decrease in
net worth:
(A)
Nontaxable portions of capital gains

(B)
Tax-exempt interest
(C)
Nontaxable pensions

(D)
Nontaxable portion of proceeds from life insurance
(E)
Gifts received

(F)
Inheritances
(G)
Veterans benefits
(H)
Dividend exclusions
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(I)
Excludible sick pay
The result of the adjustments to the increase or decrease in net worth is
adjusted gross income as corrected.
To arrive at the correct taxable income, reduce the adjusted gross
income figure by allowable itemized deductions (or standard deduction)
plus the personal exemptions.
It may be difficult or even impossible to accurately determine the exact
amount of taxpayer’s personal assets at the beginning of the year. This is
particularly true for personal furniture, residence, etc. The beginning
balances of such items can be estimated. The work papers should clearly
reflect which items are estimates and how the other amounts were deter
mined.
The question may arise why items that do not change should be in
cluded in the net worth statement, particularly since they have no bearing
on the final result. First, the net worth statement should be as complete
as possible so that the taxpayer will have no grounds to successfully con
test its credibility because items were omitted. Second, net worth state
ments are frequently used as a starting point in future examinations of the
same taxpayer, and a complete net worth would be valuable to the next
examiner.

5.05
Example
For an illustration of the net worth method, see Exhibit A, page 9-38.
5.06
Cash on Hand at the Beginning of the Period
One of the most important factors in a net worth computation is establish
ing a correct and “tight” opening net worth statement. This usually in
volves the sound determination of cash on hand in the opening net worth.
Often the taxpayer or his representative will claim sizable cash accumula
tion at the beginning of the period in an attempt to counteract the in
creases determined by this method of computation. The examining officer
is faced with the difficult problem of verifying the truthfulness of the
taxpayer’s statement.
Methods of Verifying Taxpayer’s Statement
of Cash Accumulation
As mentioned previously, the initial interview with the taxpayer can be,
and usually is, the most important phase of an examination. At this time,
the taxpayer may give accurate, dependable, and useful information
which he may be reluctant or unwilling to give later. If the subject of cash
on hand is approached, emphasizing the taxpayer’s present cash accumu
lations compared to the past, he may make statements which may solve
5.07
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EXHIBIT A

NET WORTH COMPUTATION

Assets
Cash in Bank
Accounts Receivable
Equipment
Personal Residence
Personal Furniture
Personal Auto
Total Assets

12-31-71

12-31-72

$ 2,000.00 $ 1,500.00
3,200.00
5,300.00
10,000.00 15,000.00
25,000.00 25,000.00
5,000.00
5,000.00
2,500.00
2,500.00
$47,700.00 $54,300.00

Liabilities
Accounts Payable
Notes Payable—Equipment
Accumulated Depreciation
Total Liabilities

$ 4,700.00 $ 3,700.00
0.00
4,000.00
8,000.00
9,000.00
$12,700.00 $16,700.00

Net Worth
Net Worth at the Beginning of the Year
Increase in Net Worth
Add: Personal Living Expenses

$35,000.00 $37,600.00
35,000.00
$ 2,600.00
9,000.00
$11,600.00
1,200.00
$10,400.00
8,100.00

Less: Sec. 1202 Deduction for Capital Gains
Adjusted Gross Income as Corrected
Adjusted Gross Income on Return
Understatement of Adjusted
Gross Income

$ 2,300.00

this problem. If so, be sure to make comprehensive notes in work papers
of the date of the statement and the information given. It even may be
advisable at that time to prepare an affidavit to be signed by the taxpayer
pertaining to this type of information.
At the initial interview, a casual discussion of the taxpayer’s financial
history may give information which will disclose that the taxpayer had
once been in some financial difficulty, perhaps in bankruptcy or subject to
a law suit, in which his assets and liabilities in the past were determined.
Often the taxpayer may have filed balance sheets with financial or
credit organizations. This fact may assist the examiner in determining the
opening cash accumulations.
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On other occasions, loans and chattel mortgages on automobiles, per
sonal furniture and other equipment, especially if at a high interest rate,
may be evidence that the taxpayer had no sizable cash accumulations
during that period.
Another consideration in determining and allowing cash on hand at the
beginning of the period is the taxpayer’s filing history. An analysis of the
income reported in prior years may indicate that cash accumulations
claimed would be impossible when compared to the income previously
reported.
6

SOURCE AND APPLICATION OF FUNDS METHOD

6.01
Definition
The source and application of funds method is a comparison of all known
expenditures with all known receipts. When using this method, we de
termine where the taxpayer’s money came from (source) and what the
taxpayer did with his income (application). In this method, however, only
the increases and decreases in assets and liabilities are considered, along
with other nondeductible expenses and nontaxable receipts. When the
taxpayer has several assets and liabilities that remain unchanged during
the year, they are not listed. The source and application of funds method
is often preferred by the examiner because of its simplicity and its ease of
explanation to the taxpayer.

6.02
Cash on Hand at the Beginning of the Period
It is imperative that the cash on hand at the beginning of the period is
carefully tied down. Otherwise, the taxpayer may contend that cash ac
cumulations at the beginning of the year were an additional source. Dur
ing your previous study of the net worth method, you learned the impor
tance of and methods for verifying cash on hand at the beginning of the
period.

6.03
Accrual Method Taxpayer
By including the increase or decrease of the accounts receivable account,
accounts payable account, and inventory in the computation of the source
and application of funds method, no separate adjustments are necessary
when the taxpayer uses the accrual method of accounting.

6.04
Computation
In the computation of the source and application of funds method, items
to be considered are:
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6.041

Application

(A)
Increase in Cash on Hand
(B)
Increase in Bank Accounts
This includes both checking and saving accounts used for business and
nonbusiness purposes.

(C)
Increase in Inventory

(D)
Increase in Accounts Receivable
(E)
Decrease in Accounts Payable
(F)
Decrease in Loan Principal

(G)
Payments on Business Equipment Purchased
(H)
Payments on Real Estate Purchased
(I)
Payments on Personal Assets Acquired
(J)

Personal Living Expenses

6.042

Source

(A)
Business Profit Reported per Return

(B)
Depreciation Deduction per Return
(Include separate Rental Schedule Depreciation, if applicable.) Any
change in depreciation from the tax return will result in a separate specific
adjustment.

(C)
Sale of Assets (Gross)
(D)
Increase in Loan Principal
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(E)
Decrease in Cash on Hand

(F)
Decrease in Bank Accounts

(G)
Salaries (Gross)
(H)
Net Rental Profit

(I)
Other Income Items Per Return
(Interest, Gross Dividends, Pensions, Annuities, Partnership, and Estate
1120-S Distributions)
(J)

Nontaxable Receipts
(Gifts, Inheritances, Social Security, Tax-exempt Interest, etc.)
Any excess of Application of Funds over Source of Funds results in under
statement of Taxable Income.

6.05
Example
The following example illustrates the source and application of funds
method.
Application

Merchants National Bank—Increase
Notes Receivable
Inventory—Increase
Accounts Receivable—Increase
Payments on Business Equipment Purchased
Payments on Personal Assets Acquired
Personal Living Expenses
Total Application

108.13
2,150.00
576.00
1,500.00
1,000.00
750.00
14,175.26
$20,259.39

$

Source
Jot-Em-Down Grocery—Net Profit Per Return $ 3,654.11
Depreciation—Per Return
755.32
Basis of Stock Sold
1,300.00
Notes Payable (Principal)—Increase
2,500.00
Federal Savings and Loan Association—Decrease 1,000.00
Salaries
6,050.00
Total Source
$15,259.43

Understatement

$ 4,999.96
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6.06
When to Use
The use of the source and application of funds method is generally re
commended in the following situations:
(A)
Only one or two years are under examination.
(B)
The taxpayer has several assets and/or liabilities which do not change
during the year.

(C)
In nonbusiness returns, in which the deductions claimed appear out of
proportion to the income reported or there are indications of unreported
income.
(D)
Comparative balance sheets are available.
(E)
There is little or no apparent net worth and most of the expenditure of
funds constitutes nondeductible personal living expenses.

7

BANK DEPOSIT

7.01
Introduction
The bank deposits method is simple in theory. It ascertains the taxpayer’s
total receipts by showing what happened to the money. If you can deter
mine the disposition of the money, it is possible to determine the total
amount of the money. This is basically the theory used in any indirect
income determination.
The bank deposits method is a cash basis computation. If the taxpayer is
using the accrual method, an adjustment must be made for accounts
receivable and accounts payable.
For instance, an increase in accounts receivable would be added to total
receipts.

7.02
Basic Formula
The basic formula for the simplified bank deposits method is:
Net Deposits + Cash Expenditures = Total Receipts

For a better understanding of the formula, assume that a taxpayer
receives money. He can put the money in a bank account, spend it for
living expenses in cash, purchase assets with cash, pay expenses with
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cash, or hoard it. He must either deposit the money or handle it in the
form ofcash. It is apparent that a good interview is required to determine
the taxpayer’s expenditures, whether by cash or check, to identify all his
bank accounts, and to determine all loans and other nontaxable receipts.
The following are basic sources of information for the bank deposits com
putation:

(A)
Tax Return

(B)
Interview

(C)
Analysis of books and records
(D)
Analysis of bank accounts

7.03
Comparison of Lengthy vs. Simplified
This simplified bank deposit method is not the same as the lengthy bank
deposit method in the Revenue Agent’s or Tax Auditor’s Handbooks.
There are two basic differences in these two methods:
(A)
In the simplified method, bank transfers and redeposits are not elimi
nated in the computation but are included in net deposits. Therefore,
deposits are overstated by these amounts. Likewise, included in total
checks written are all withdrawals for redeposit or transfer. Hence this
overstatement offsets the overstatement in net deposits.
(B)
The simplified method includes all outlays paid by either check or cash,
while the lengthy method requires a specific determination of disburse
ments made by cash and disbursements made by check.

7.04

Computation

7.041
Net Deposits
Net deposits consist of total deposits less non-income receipts. Total de
posits includes deposits for all bank accounts, i.e., business, personal,
savings, and checking. You need not always reconcile the accounts if the
amounts (deposits in transit and checks outstanding) at the end of the year
are substantially the same as they were at the beginning of the year. Total
non-income receipts consist of only money actually received from such
sources as loans, inheritances, pensions, gifts, life insurance proceeds,
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etc. These items must be deducted regardless of whether they were
actually deposited. However, the examiner should have determined the
disposition of loans and other non-income items during the interview. He
must be reasonably certain that he picks up in total outlays (discussion to
follow), the costs of assets acquired with non-income receipts. The items
under discussion do not include bank transfers and redeposits.
Subtract total nonincome receipts from total deposits. The balance is
net deposits, which is the first part of the formula.
7.042
Cash Expenditures
Cash expenditures consist of total outlays less checks written.
Total outlays includes all outlays by either check or cash. There is no
need to determine which part was paid by cash and which part was paid
by check. Total outlays include, but are not limited to, the following:
(A)
Tax Return—Purchases, business expenses (less noncash items), capital
assets, rental expenses, etc.

(B)
Loans Repaid—Principal only—Determine from the loan ledger of bank
or other creditor.

(C)
Investments or capital assets—Total expenditures for such acquisitions
during the year. Determined from the invoices or contracts. Includes
asset purchased with nonincome receipts.
(D)
Personal expenditures—For the gross income test these may be esti
mated; however, the taxpayer may furnish these amounts during the
interview or analysis of the bank accounts.
Total checks written for all bank accounts are determined by adding the
total deposits, as determined above, to the beginning bank balances and
deducting the ending bank balances. The difference represents all with
drawals from the bank accounts including withdrawals from savings ac
counts.
From the total outlays subtract total checks written. The difference is
cash expenditures and should be added to net deposits to arrive at total
receipts on a cash basis.
7.05
Accrual Method Taxpayer
For the taxpayer on the accrual basis, adjustments will be made at this
point for receivables and payables.
Total receipts as corrected should now be compared with the total
receipts per return to determine any understatement.
9-44

Illustration 9-2

7.06
Example
An example of a simplified bank deposits computation follows:

Total Deposits
Less: Total Non-income Items:
Loan Proceeds
Veterans Pension
Net Deposits
Total Outlays
Purchases—from Schedule C
Business Expenses (less Depreciation)from Schedule C
Loans repaid—from ledger sheet
Equipment purchased—from tax return
Personal expenses—Interview and can
celed checks
Total Outlays
Less: Total Checks Written
Cash Expenditures
Total Receipts
Accrual Adjustments
Increase in Accounts Receivable
Total Receipts as Corrected
Total Receipts per Return
Understatement

$90,000.00

$ 5,000.00
3,000.00

8,000.00
$82,000.00

$60,000.00

5,000.00
3,000.00
7,000.00
8,000.00
$83,000.00
78,000.00

5,000.00
$87,000.00
700.00
$87,700.00
82,000.00
$ 5,700.00

7.07
Identification of Understatement
If an analysis indicates an understatement, it may be due either to unre
ported gross receipts or to the overstatement of cash expenses, or a com
bination of both. Since, in most cases, the examiner is interested in only
the net effect, he need not determine the source of the adjustment.
However, identifying the adjustment might help in explaining it to the
taxpayer.
7.08
Cash on Hand at the Beginning of the Period
The bank deposits method is always open to the question of cash on hand
at the beginning of the year. Therefore, when using this method the
examiner should obtain necessary evidence whether cash was available at
the beginning of the year.
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10
Fee Policies in Tax Practice
The tax practitioner sells both his time and the results he ob
tains for his clients. Probably the basic approach to fee determi
nation must rest upon an accurate record of time devoted to a cli
ent’s affairs. In chapter 4, we discussed using a transmittal sheet
as a way of accumulating time spent on tax returns. One advan
tage of the transmittal sheet, if maintained with reasonable ac
curacy, is that time on a multitude of small clients can be accum
ulated in one ledger control account, with billings done from the
transmittal as the return is completed. Faster billing, especially
with any sizable number of small returns, means faster collection.
(The transmittal sheet in Illustration 4-1, is designed to be used
for this purpose.) The use of a daybook of some sort for record
ing time is common at the partner level, and there are several on
the market. In such a daybook, the CPA records the way in which
his day is spent. His secretary takes the book, say, once a week
and summarizes his time. Staff people are commonly required to
maintain time summaries by client, which may be turned in
weekly, twice a month, or monthly. These may be straight chron
ological listings, which are summarized at the end of the period:
4/11

4/12

Jones Transfer
Smith Pharmacy
Dr. John Devoie
..........................

1½
6
3

10½

Or they may be set up on a columnar form which facilitates sum
marization, as in Illustration 10-1.
The sheet is totaled down and across at the end of the period,
and this provides a basis for posting to ledger sheets or facilitates
10-1

use of data processing services for the time records. The right
hand portion of the sheet can be detached, turned over to key
punch operators, and ultimately result in printouts of client ledger
sheets, plus analyses of time of the various personnel involved.
Slips can also be used quite effectively. Each person in the of
fice fills out a separate slip for each time charge for each client.
The slips are sorted by client (client numbers are usually in use
with this system), and the summarized slips are then the basis for
billing.

Return Preparation
The most satisfactory method of determining fees in tax return
preparation appears to be a combination of minimum fees and
standard rates for time, but subject to adjustment where circum
stances dictate. Thus, a firm might have as minimum fees the
following:
1040A
1040
1065 or 1041
1120
1120S

$25
$50, plus $15 for each page
$100
$150
$200

Hourly rates, frequently based on the rule of thumb that a per
son’s time should be billed out at triple the cost per hour of that
person,1 would be applied to the actual time spent. Thus, the
people who worked on a return might be—
Position
Preparer (salary $10,000 per year, which is
a per hour cost of about $5.00 for an
assumed standard work year of 2,000 hours)
Clerk-typist (salary $6,000 per year, or a
per hour cost of $3.00)
Manager (salary equivalent of $25,000
per year, which is $12 per hour)

Rate

$15.00

9.00
36.00

1 AICPA, Management of an Accounting Practice Bulletin No. 15, "Fee
Determination, Costing and Budgeting for Accounting Firms” (New York:
American Institute of Certified Public Accountants, 1962), p. 25.
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If the preparer spent three hours ($45.00), the clerk-typist one
and one-half hours, ($13.50) and the manager one hour ($36.00),
the indicated fee on a time basis would be $94.50. The partner
would review the return (one-half hour at $50 per hour) and,
perhaps, decide that $150 should be billed (the client is a highbracket taxpayer, so the after-tax cost to him is, say, only 40 per
cent of the fee, anyway) or, perhaps, that $120 should be billed
(routine return, ordinary client, and $75 was the charge last
year). If the return was exceptionally complicated, but the prob
lem involved is in an area where the practitioner is especially
competent (such as a fiduciary return with an accumulation dis
tribution), the fee should be increased above that which would
normally be charged—in the instant case, perhaps to $250. On
the other hand, if the major cause of much of the time was in
eptitude on the part of the preparer, perhaps it would be fairer
to charge the minimum fee of $80 for a Form 1040 of two pages.
Time, in other words, is an ideal basis for determining tax return
fees, if used with discretion. It is a base, not a billing formula.
When a computer or an outside service is used to handle the
mechanical part of return preparation, the client must also be
charged for this in one way or another. One widespread practice
when using an outside service for return preparation is to charge
the client twice the amount of the charge made to the CPA firm,
reasoning that the computer service is similar to a paraprofes
sional employee whose time would be “marked up” in arriving at
the amount to bill the client. At the other extreme, there are firms
who consider the computer charges part of the overhead that is
charged the client indirectly through the billing rates used for the
people who work on his return, and the client is not billed for the
cost of computer services as such.

Tax Planning
Tax planning (see chapter 1) calls for exceptional tax know
how and creative imagination. It is an area where, in the lan
guage of the old Chinese proverb, knowledge without experience
is like water without a pitcher. Thus, tax planning usually con
sumes the time of the partner and manager rather than the lowerlevel staff, although there will be some analytical work that can
be done by staff people, and there will be typing of tax planning
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memos. Many firms use a basic charge for staff time comparable
to that used in charging for return preparation. The partner or
manager, however, not only because of the greater skill required
but also the greater responsibility assumed, should charge about
40 percent over his regular billing rate. Thus, if the regular bil
ling rate would be $36 per hour, the tax planning rate might be
$50 per hour. Here, though, the CPA should look also at the size
of the amounts involved and the relative value of the service
rendered.
For example, a half-hour spent at lunch talking with the at
torney for a small corporation, plus fifteen minutes spent dictat
ing a memo, might easily justify a fee of $500 based on the follow
ing facts. The corporation is in the process of making a public offer
ing of its stock and had previously been using an improper inven
tory method that substantially understated both its inventory and
its earnings. In order to consummate the public offering, audited
financials are necessary and the inventory must be stated on an
acceptable basis. If this is done, however, and the public offering
is then aborted for some reason, substantial tax liability resulting
from setting up the proper inventory would have been incurred
for naught. Can the company afford to take the risk of getting
the inventory straightened out? Can it gamble that the offering
will not abort? Will the officers be in trouble with IRS because of
the improper inventory? These are the questions on which the
lawyer sought the CPA’s advice.
The CPA explains to him that the regulations under Sec. 446
provide that such inventory errors can be corrected and will be
treated as changes in accounting method, and that Rev. Proc. 7027 allows the effect of the change to be spread over a ten-year
period. The CPA firm has had numerous clients take advantage
of this provision. The lawyer departs reassured and clear in his
own mind as to what to advise the corporation. For such advice,
it would be appropriate to send a bill of, perhaps, $500. If the CPA
puts a low value on his services, so will his clients.
Tax Audits

Some practitioners take the position that the fee they charge
for preparing the return also covers representing the client in case
the return is audited. However, the majority of practitioners treat
a tax audit as a separate engagement and bill accordingly. The
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problem with considering that the one fee covers return prepara
tion and audit is that it is unfair to both the client and to the
practitioner, but especially unfair to the client. If his return is
not audited, he pays for a service which he has not received. If
his return is audited, there is likely to be some tendency on the
part of the practitioner to feel that the audit is just a nuisance,
to be disposed of as expeditiously as possible. In a sense, the time
put in with a revenue agent is then so much more overhead.
One way of avoiding or reducing such “extra” overhead is to
prepare returns in such a fashion that little or no controversy
can arise. This means resolving doubts against the client, rather
than in his favor, on all the little unclear items that come up in
the course of preparing a return. It also means signing a Form
870 without much argument on the rare occasions when a defi
ciency results. Clients want the CPA to be judicious, but this type
of attitude is simply carrying a good thing too far. It leads to
practitioners who guarantee their clients against interest and
penalties. While a competent tax adviser can insulate the tax
payer against most penalties, resolving all doubts against the tax
payer is the only way to insulate him against deficiencies and the
resulting interest.
Most practitioners feel not only that clients should be charged
for the time put in on tax audits, but also that the rate charged
should probably be higher than the rate charged for return prep
aration. Like tax planning, handling a tax audit requires a great
deal more skill and patience than preparing a return. While many
returns call for a high level of expertise in resolving specific ques
tions, much of the time spent in preparing most returns is quasi
clerical. In tax audits, on the other hand, the time is usually spent
in analyzing, explaining, and attempting to persuade.
Some standard of comparison in this area may be gained by
looking at the minimum fee schedule set out by a local bar as
sociation. Office consultation time may be charged at $45 per
hour, while courtroom work may be $70 or $80 per hour. The
work involved in a tax audit is somewhere between these types
of services. If the CPA considers himself a professional tax prac
titioner, he is degrading himself by charging subprofessional fees.
The basic tax audit billing rate should be comparable to the tax
planning rates, and partners’ and managers’ rates should be com
parable to the billing rates of attorneys in the community.
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Contingent Fees

The point at which a CPA begins to discuss contingent fees
with the client is after the revenue agent has come up with a
tentative proposed deficiency. In chapter 8, some ideas on pre
venting client disillusionment when deficiencies arise are dis
cussed. One point made there bears repeating here. If the client
appears to blame the CPA for the deficiency, it may be wise to
call in another practitioner (say, a local attorney who has some
tax expertise but does not prepare returns) to handle the case.
This outside expert should understand that a major part of his job
is to make clear to the client that the CPA acted properly and in
such a manner as to best serve the client’s interests. Doing this
may, on occasion, both save a client and prevent a situation
where a substantial amount of time is put in for which the
firm may never get paid.
Certainly, if the client blames the CPA for the deficiency, talk
ing about a contingent fee to him must be carefully done. It may
look to him very much like a put-up job. First the CPA gets him
into trouble, at so much per hour, and then bails him out on a
percentage basis. If the client has been properly educated by the
CPA, however, he realizes that there are many areas of dispute
in the tax structure and that differences of opinion are inevitable.
He also realizes, because the CPA reviewed them with him when
he prepared his returns, that there were many specific items on
the return about which he was given the benefit of the doubt in
the preparation process but about which the IRS may be less
generous. If the CPA does his job properly, and the revenue
agent does his, any audit of any complex return is almost bound
to raise one or two points of disagreement.
If the client is in such a financial position that he is unable to
pay the deficiency, he cannot pay a reasonable fee either. And
when the client is financially unable to pay a reasonable fee, it has
always been ethical and proper to propose a wholly contingent fee
arrangement. But what if the client is able to pay a reasonable
fee, yet is simply unwilling to write the CPA firm a blank check?
Circular 230 at one time required that in such cases the contin
gent fee agreement call for a minimum fee of at least 10 percent
of the maximum fee possible. But this is no longer in Circular
230, and the AICPA rules allow contingent fees in tax cases with
out any minimum fee requirement.
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It has been held that it is proper for a CPA, enrolled to prac
tice before the Treasury Department, to have a contingent fee
agreement whereby any lawyers hired in the matter would be
paid out of the fee to be paid the CPA.2 It should be noted that
the CPA did not have the right to select the lawyers who might
be engaged. He only had the right to suggest a qualified attorney
to the taxpayer. The fee presumably would not be paid by the
CPA, but the amount paid the lawyer by the taxpayer would
reduce the amount due the CPA on the contingent fee contract.
An illustration of what may happen with contingent fee agree
ments can be found in the matter of Blumenberg, a lawyer-CPA,
and Glickman, a CPA, which was reversed by the New York
Court of Appeals in 1963.3 The attorneys agreed to represent
Neubecker in a tax matter pending before the Tax Court for onethird of the difference between the proposed deficiency and the
amount for which the case was ultimately settled. The proposed
deficiency was $918,000, and the fee ultimately was $209,000.
Neubecker, the client, declined to pay, charging that the re
tainer contract was illegal and unenforceable. The trial court de
cided in favor of Blumenberg and Glickman. The appellate court
decided in favor of Neubecker, pointing out that enforcement of
the contract would result in a layman’s (Glickman, a CPA who
was not enrolled to practice before the Tax Court) sharing in
fees for legal services. The state’s highest court sided with Blum
enberg and Glickman, though, and cited the 1951 statement of
the National Conference of Lawyers and CPAs to the effect that
the taxpayer is best served by the skills of both an attorney and
an accountant.
The CPA should bear in mind, however, that this is one case in
one state. Unless the client resides in a different state from the
CPA (as was the situation in the Puzey case), any suit on a con
tingent fee contract will most likely need to be brought in a state
court. If the CPA is not an attorney, it would be wise to have a
contingent fee agreement drafted by an attorney who is fully
aware of the issues in this unauthorized practice area. Where
large amounts are involved (and, to the client, $1,000 may be a

2 Puzey v. Acton Mfg. Co., DC, Kan. (2 AFTR2d 5471 (1958)).
3 Blumenberg v. Neubecker, 226 NYS2d 452, rev’d 12 NY2d 456 (1963).
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large amount), a client who is only too eager to have someone
get him off the hook may prove to have a short memory once the
threat of deficiency has been removed.
Any contingent fee arrangement should be in writing. Here,
the IRS rules used to be quite helpful. It was required that pow
ers of attorney contain a statement as to whether the practitioner
had or had not entered into a contingent or partially contingent
fee agreement with the client. The fee statement, inserted in
a standard power-of-attorney form as a standard part thereof,
made the client quite aware of the fact that a written copy of the
contingent fee agreement was necessary for the practitioner. Now
such fee statements are not required. If it is explained to the cli
ent that both IRS and AICPA rules restrict the use of contingent
fee agreements and that the CPA should be prepared to show the
terms of the fee arrangement upon request, the client usually
does not object to putting the contingent fee contract into writing,
and this tends to overcome one objection to a written fee agree
ment, which is, “Don’t you trust my word? We’ve never had a fee
agreement in writing before!” Of course, it is much better to have
established with the client the use of engagement letters or en
gagement memos. Illustration 10-2 is an example of a contingent
fee agreement.
A question which frequently arises is the propriety of charging
a contingent fee in connection with the preparation of a return.
This practice has a deservedly bad reputation, in large measure as
the result of its extensive use and abuse by fly-by-night tax “ex
perts.” Such people often prepare returns for a fee that is a per
centage of whatever refund they manage to show as due to the
taxpayer. Many of them pad deductions in order to create re
funds, relying on some combination of the credulity and the
cupidity of their clients to keep the client from disavowing the
whole procedure.
To begin the preparation of a return with an agreement with
the client that the fee is to be a percentage of any refund col
lected, when the facts involved are not yet known, seems grossly
improper unless the CPA is dealing with a taxpayer who has sus
tained severe personal or business losses and simply can’t afford
professional assistance on any other basis. It seems improper be
cause of the difficulty of maintaining an objective attitude and of
exercising “due diligence” in resolving difficult questions where
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one’s own financial interests are involved.
But there is another type of situation in which a contingent fee in
a return preparation situation does seem proper. Suppose the CPA
has prepared a return in which there are a substantial number
of debatable items involved. Should these gains be capital gains
or ordinary income? Is this amount a contribution to the capital
of a corporation or a fully deductible guaranty loss? Was the loss
on the sale of a residence fully deductible since it had been con
verted to property held for the production of income, or was it a
nondeductible personal loss? There are innumerable questions of
this sort. The fee is $750. The client objects to the amount of the
fee, especially due to the uncertainty communicated to him as to
the actual ultimate tax liability. Under these circumstances, where
the CPA has already made his analysis of the permissible ways of
handling the transaction(s), it seems permissible to enter into an
agreement for a fee that would depend on the ultimate treatment
accorded these debatable items. Of course, the agreement should
probably provide for a substantial minimum fee.
A somewhat similar area is the “potential refund claim” file.
The client may not want to risk a controversy in a “gray area”
item. Nevertheless, it is desirable to dictate a brief memorandum,
with one copy for the client’s file and another copy for the poten
tial refund claim file, covering any such items. The larger the
practice, the more desirable this may be. In the potential refund
claim file, these items should be identified and dated with the
last date by which a refund claim could be timely filed. They
should be given a review well in advance of that last date, with
the idea that changing court decisions and IRS policies may have
improved the climate as to the particular item involved. Also,
the client may not be averse to filing a refund claim where only
one issue is involved and the statute of limitations will have run
on any possible deficiencies being proposed as to other issues.
Such refund claims handled on a contingent fee basis can prove
to be profitable sources of off-season tax business.
Engagement Letters and Memos

Billing the client can hardly be done unless the CPA has pre
viously reached some understanding with the client with respect
to the basis for billing. The most effective understanding is that
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which is set forth in an engagement letter or memo (see the dis
cussion in chapter 3).
At the time of billing, however, the practitioner frequently be
comes aware that the engagement letter may be a two-edged
sword that may cut against him if too casually handled. Perhaps
the engagement letter said the fee would be the amount of time
at basic standard rates, plus expenses. The CPA has managed to
settle a proposed deficiency of $40,000 for $3,000—and put in only
$720 of time while incurring no expenses. Being an honorable
man, however, he feels that it would be improper to bill the
client for the $3,700 that he thinks would be a minimum ade
quate fee for the results achieved, and he is right.
Given that situation, with such an engagement letter and such
a result, a CPA should confer with his client and discuss the
matter of billing. It is quite possible that his client may be will
ing to pay more than $720 because of his appreciation of
the results achieved by the CPA. At least the client will know
that he got a bargain. There is no advantage in merely billing the
$720 without letting the client know that what he got was worth
more.
The type of engagement letter language that should be used
where the possibility exists that billing for something more than
time would be appropriate depends on how firmly the CPA wants
to secure the ultimate fee. If he wants to keep the fee question
open-ended, then he may want to say: “The fee will be based on
both the time involved and the results achieved, plus expenses,
with the minimum fee being the time actually involved at our
standard billing rates for the level of services involved.” If the
CPA wants to establish a formula for the fee, he may want to say
in addition: “We will bill you, in addition to the minimum fee,
20 percent of the excess of $40,000 over the deficiency that is
finally determined.”
The standard billing rates, incidentally, are a flexible factor in
many firms. Thus, the basic rate for a particular tax manager may
be $36 per hour. His minimum “special” rate, however, may be
$45 per hour (125 percent of standard), with any particular spe
cial rate determined according to the difficulty of the engage
ment. The “basic” $36 rate would cover routine services—mainly
compliance, information inquiries, office research, and things of
that sort. Client planning conferences, estate planning, and the
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handling of tax controversies would all be special-rate work.
Thus, the standard billing for 100 hours of such a tax manager
might range anywhere from $3,600 to $4,500 or more.

Billing Language and Timing
At one extreme, some firms almost uniformly use for billing
some variant of “for professional services rendered,” perhaps add
ing the time period covered. At the other extreme are a few firms
that spell out the dates, the personnel, and the amount of time
involved, extend the time at indicated rates, and calculate the
bill. Perhaps the majority of firms steer a middle ground, provid
ing some detail in terms of what was done but not writing a
lengthy letter. It is probably true that, if there was an engage
ment letter or memo or the bill was discussed with the client be
forehand so that he knows the amount and what it covers, a mini
mum of explanation on the bill itself is needed. But it is also true,
although regrettably so, that in many practices engagement letters
are not properly used, and such discussions are almost a physical
impossibility because of the sheer volume of billings for which a
particular person may be responsible.
One viewpoint is that the best billing language should indicate
what was done and the results achieved. The following would
be indicative:
Conferences, research, and written report on
proposed sale of controlling interest in Exwhy
Corporation, resulting in recasting the transaction
to make it possible to obtain a ruling from IRS
that gain would qualify for long-term capital
gain treatment
$-----------------

Preparation of federal and Arizona corporation
income tax returns for calendar year 1972, in
cluding review of tax minimization opportunities
for 1972 and tax planning opportunities for 1973 $-----------------

Services in connection with IRS examination of
your individual income tax returns for 1970, 1971,
and 1972. Ultimate deficiencies agreed to
amounted to $4,500 at Appellate Division, as com
pared to $13,000 proposed by the revenue agent
and $32,500 additional potential deficiencies in
items disposed of at the revenue agent level
Previously billed
----------------Balance, this billing $----------------10-11

Some practitioners find the foregoing billing descriptions of
fensive, reasoning that they are either self-laudatory or may
create problems in subsequent IRS examinations. One answer to
the self-laudation criticism is that it is not sufficient to do a good
job for the client. The CPA must also tell him what a good job
he has done whenever he has the chance to do so. There is no
better time than when fees must be paid. The criticism that such
billings may cause trouble with the IRS may have more sub
stance. Certainly, the examining agent cannot question the de
ductibility of the amounts involved. But if he has not uncovered
the fact that there is a transaction that produced substantial long
term capital gain (first example above), it is true that the bill
may focus his attention on the transaction. Of course, if he is
examining the return and the amount is material, it is unlikely
he will overlook it anyway. The solution to the IRS agent prob
lem is an invoice that merely says “for professional services ren
dered” accompanied by a letter that details what was done.
In any event, if the choice must be made between keeping
open an effective line of communication with the client or pos
sibly increasing the chance that IRS may notice an item, the
CPA should opt for good communication. Without good com
munication, he may not have a good client, and then where will
he be?
Generally, tax returns are billed only as completed. There is
a tendency to bill other engagements only as completed, also. But
if an engagement is lengthy and the fee will be large by the
client’s standards, then progress billing should be utilized when
ever feasible. Providing the client with a monthly progress re
port, whether the engagement is a tax planning engagement or
a tax audit, helps keep him informed as to how things are going.
It also provides an occasion for the CPA to bill him for that
month’s services. A big bill, broken into several smaller pieces,
often seems not nearly so big to the client. Also, if the CPA is
going to have fee trouble, he is better off learning it at the start
than waiting until he finds himself with a large disputed receiv
able on his hands.
Reviewing billings to clients periodically is often a wise pro
cedure. Particularly in the early stages of building up a practice,
it is easy to take on clients who just do not measure up to what a
CPA wants in a client. A client who is unwilling to pay a suffi
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cient fee to cover the performance of an adequate job certainly
falls into that category, as does a client who so intimidates the
CPA with his resistance to fees that the CPA falls into the habit
of billing him at something below what he should. These clients
should either be upgraded fee-wise, or ultimately replaced with
better clients.

Client Communication Skills and the
Ability to Bill and Collect

There are few things more difficult than selling someone time.
Especially at $30, $50, $70, or even $100 per hour. Many of our
problems with billing and collecting originate with the attitude
that we are selling time. The attitude is understandable, because
we record time, summarize it, and use it as a factor in arriving at
the amount to bill. But nobody wants to buy the CPA’s time
as such. So even though it is only time that the CPA puts in, it is
hard cash that he sells—and at a discount. As most seasoned prac
titioners know, this is the reason why it is often much easier to
bill and collect for tax work than for audit work.
Tax planning is generally an exercise in determining whether
money can be saved for the client. The client should be told what
has been accomplished for him, and how many dollars have been
saved. When a return is prepared for the client, the work should
be reviewed with the client and a summary prepared for or with
him showing the difference in taxes resulting from doing it “our
way” versus doing it in the most conservative way possible. For
the ultraconservative client who wants a return prepared that
could never produce one nickel of additional tax if audited, the
approach is one of showing him all of the things that could have
been handled less conservatively and the resulting amounts of
potential tax deficiency he would have faced.
The IRS audit of the client’s return requires excellent com
munication with the client if it is to strengthen rather than dis
rupt the client relationship. Before the agent starts, it is well to

review with the client the deficiency possibilities that were re
viewed with him when the return was prepared. He then knows
from the start that there is a $40,000 deficiency potential, for ex
ample. How much of this will the agent actually set up? How
much of this will the CPA, his advocate, be able to salvage for
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him at this first level of the controversy? When the 30-day letter
finally is drafted, and the proposed deficiency is in the neighbor
hood of $10,000, the $3,000 fee for services to date seems minor
compared to the $30,000 that the CPA has saved him. With the
fee settled, the CPA can discuss how to handle the remaining
$10,000.
Perhaps the best course is to sign a Form 870, pay the money,
and then file a refund claim after the statute has run on any
additional deficiencies. Or, it may make more sense to argue the
$10,000 at the district conference or Appellate Division levels. In
either case, fee arrangements for handling the case from here on
should be established. Perhaps the fee will continue on a straight
forward time-and-expense basis; or on a time basis with a bonus
for exceptional results (for example, 25 percent of any reduction
of the $10,000 proposed deficiency below the $5,000 level); per
haps on a wholly contingent fee basis (see, for example, the for
mal contingent fee agreement set forth in Illustration 10-2 or the
contingent fee arrangement letter in Illustration 10-3).
Up to this point, the client may not have believed the agent
would actually propose so substantial a deficiency as he now
faces. Because the agent was pleasant, even friendly, the client
may well have felt that the agent would be persuaded to see
things the client’s way. The agent may even have made comments
that indicated this.
But the agent no longer seems friendly. The CPA has already
spent time dealing with the agent and anticipates substantially
more time. The CPA and the client should agree on the fee basis.
If it appears that he’s unwilling to pay a reasonable fee, then
this is the time to bring in an outsider. Certainly, the outsider’s
first step will be to arrive at some fee understanding with the
client.
If the client has been sold on the idea that handling tax con
troversies is a highly specialized art, one in which the CPA is
skilled and experienced, the CPA is not so much talking about
charging him for time as selling him dollars at a discount. The
willingness of the CPA to put part or all of his fee on a contin
gent basis makes this point quite clear to the client even though
he is likely to decide against the contingent fee arrangement ex
cept where small amounts are involved.

10-14

To summarize, client collection problems in tax matters are
usually minimized where emphasis is placed on the results ob
tained for the client rather than on the time taken by the prac
titioner. This is an ongoing process, involving a positive sales
presentation to the client of the value of the CPA’s services not
only at the time the account is being obtained but each time a
tax service is being rendered to the client. The value a CPA’s
clients put on him will depend, in no small part, on the value he
puts on himself.
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Illustration 10-2 Standard CPA Firm
Contingent Fee Agreement

WHEREAS, the undersigned taxpayer has engaged--------to repres
ent him in connection with proceedings before the IRS involving federal
--------taxes for the year(s)-------- ; and

WHEREAS, the undersigned understands that such services could and
would be rendered to him on a fee basis whereby he would pay, at
standard billing rates, for the time actually spent in connection with the
above matters, but is desirous of having the fee determined on the basis of
the results achieved rather than on the basis of the time consumed:

THEREFORE, the undersigned agrees to pay to-------- , for its services
in connection with the above matter,--------percent (%) of any savings or
reduction in taxes, interest, and/or penalties, for the aforesaid year(s) or
resulting from any determinations related to such aforesaid year(s). In
addition, the taxpayer will pay all out-of-pocket expenses incurred by
--------in connection with these matters. Such out-of-pocket expenses
shall include the fees of appraisers, or other expert witnesses, but shall
not include the fees paid to other CPAs or to attorneys. If, as agent for
taxpayer,--------engages other CPAs or attorneys, the fees of such other
CPAs or of attorneys shall be paid directly by the taxpayer, but shall
reduce the amount to which------- would otherwise be entitled hereun
der. In any event, -------- shall be entitled to the sum of-------($
) (which is 10 percent of the maximum fee estimated to be
possible hereunder, ignoring interest) as a minimum fee which shall be
payable regardless of the outcome of this matter.

Reimbursements to------- for out-of-pocket expenses shall be billed to
the taxpayer each two weeks, and shall be paid upon presentation. The
minimum fee due hereunder shall be payable as a retainer at the time of
execution of this agreement. In the event that this matter involves a
proposed deficiency, the amount due-------- hereunder shall be paid
within thirty days of acceptance by the Internal Revenue Service of a
Form 870 or Form 870 AD, or entry of a decision (as the result of stipula
tion or otherwise) by the Tax Court.
The right of------- to its fee hereunder shall not be affected by any
appeal of any decision of the Tax Court, and this agreement does not
cover any fees or expenses that may be incurred in connection with such
appeal. However, in the event that a decision of the Tax Court is modified
or reversed, then------- shall refund to the taxpayer the unearned por
tion of the contingent fee (but reflecting any interest ultimately paid only
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Illustration 10-2

through the date of the favorable Tax Court decision, since such date
would have been used in the original computation), less any fees, deter
mined at--------’s standard billing rates, and expenses incurred in con
nection with the appeal or matters arising therefrom.
In the event that the controversy involves a refund of taxes, or a credit
against other tax liabilities, the amount due--------shall be immediately
due and payable upon receipt of the refund or authorization of the credit
by the Internal Revenue Service.--------is authorized hereby to cash any
refund checks due taxpayer and deduct its fees and expenses from such
proceeds, remitting the balance remaining to the taxpayer. If the issue
involved affects other taxable years than those in controversy, then the
amounts due in connection with those years shall be due and payable on
or before the due date for filing the tax returns for such years, and for any
such years for which tax returns have already been filed, shall be payable
upon a determination being arrived at in the manner previously set forth.
--------may, in its absolute discretion, withdraw at any time from the
case if its investigation indicates that the prospects of a satisfactory settle
ment are remote, or for any other reasons. In the event of such with
drawal, any unearned portion of the retainer fee (determined on a time
and expense basis) shall be refunded to the taxpayer. Taxpayers agree to
keep--------advised of their whereabouts at all times, to cooperate in the
obtaining of information and presentation of testimony in connection with
the controversy, and to otherwise comply with all reasonable requests
made of them in connection with the preparation and presentation of this
matter. -------- has full authority to enter into any settlement of this
matter which it deems to be in the best interest of the taxpayer, and the
taxpayer agrees to sign all papers and take all other action necessary to
implement such settlement.
For purposes of this agreement, the word taxpayer refers to the parties
signing this agreement, and includes (but is not limited to) an individual,
more than one individual, a partnership, a corporation, or a fiduciary, as
the signature(s) may indicate, and the use of masculine gender includes
both the singular and plural, the feminine and the neuter, as the context
may demand.

IN WITNESS WHEREOF, the taxpayer has signed this agreement at
------- , this-------- day of-------- , 19-------- .
Taxpayer_______________________
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Illustration 10-3 Contingent Fee
Arrangement Letter

June 15, 1971
Mr. James Johnson, President
Any Company, Inc.
711 Eighth Street
Los Angeles, California 90020
Dear Mr. Johnson:
This is to confirm our discussion of the services we will render to you in
connection with the IRS audit of your 1970 federal income tax return, as
well as the manner of determining our fee and the time of its payment.
We will represent you before the IRS and exert our best efforts to
obtain for you a satisfactory settlement of any issues that may arise in
connection with the examination or matters growing out of it. After notifi
cation to you, unless you object, we will also represent you (or any entities
controlled by you) in connection with any other years or any other returns
(of other persons or entities) that may be brought into question in connec
tion with this same examination. In the event such other persons or
entities as we may thus represent do not timely pay any amounts that we
may invoice them pursuant to this agreement, you agree that Any Com
pany, Inc. will be responsible for payment of such bills.
Our minimum fee will be based upon the amount of time involved, at
our standard billing rates for such services, plus out-of-pocket expenses.
Such out-of-pocket expenses may include the fees of appraisers and/or
other expert witnesses. In the event that, after deficiencies have been
proposed by the examining agent, we are able to obtain a reduction of
more than 60 percent of the aggregate amount thereof, we will addition
ally bill you for one-third of the reduction in excess of 60 percent. Thus,
for example, if a deficiency of $60,000 were to be proposed, and it is
ultimately settled with the IRS for $20,000, we shall expect payment of an
additional $5,333 (one-third of the $16,000 reduction in excess of 60 per
cent of the original $60,000 proposed deficiency).
You agree to pay a retainer fee of $5,000 within five days. Such retainer
is to be applied against the aforementioned fees in our invoices. All in
voices to you for fees or for out-of-pocket expenses shall be due and
payable upon presentation. In the event that you should reject a settle
ment agreement negotiated by us with the IRS, there shall still be due
and payable to us the amount of the above-described contingent fee that
would have been payable if the settlement agreement had been accepted
by you.
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Illustration 10-3

We may, solely within our absolute discretion, withdraw anytime from
this matter.
You agree to:
1. Keep us advised of your whereabouts at all times.
2. Cooperate in furnishing us information and in helping us to obtain
information.
3. Furnish us with such documents and affidavits as we may from time
to time request.
4. Otherwise comply with all reasonable requests that we may make of
you in connection with the handling of this matter.
If the above correctly sets forth our understanding, please so indicate
by signing the enclosed copy of the letter in the lower left-hand comer
and returning it to us.
We appreciate your retaining our services in this matter, and we assure
you that our Tax Department will make every effort to effect a satisfactory
resolution of this tax examination.

Sincerely yours,

APPROVED:_____________________
DATE:___________________________
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Ethical and Legal Aspects
of Tax Practice
Tax Practice

The phrase “tax practice” covers a broad range of activities.
The cosmetologist who also makes out tax returns as a lucrative
seasonal sideline is engaged in tax practice. The lawyer-CPA
who is employed in the executive offices of an international CPA
firm and spends his full time wrestling with the problems of
U.S. taxation of the foreign operations of U.S. corporations is also
engaged in tax practice. Some CPA tax practitioners do practi
cally no tax work other than to prepare returns, while some CPA
tax practitioners never touch a return, and hire someone to pre
pare even their own personal returns.
It is thus meaningless to talk about tax practice in general
terms. Instead, this chapter will discuss the legal aspects of who
can prepare returns, who can represent taxpayers at the revenue
agent level, who can represent taxpayers at the informal confer
ence and Appellate Division levels, who can represent taxpayers
in Tax Court proceedings, and who can represent them in suits
in district court and the Court of Claims. Related matters will
then be treated, including the responsibility of CPAs for the tax
laws and their administration, the writing of tax opinions, the
oft-discussed question of unauthorized practice of law, and some
of the ethical aspects of tax practice.
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Preparation of Federal Returns
The preparation of returns is not regulated at all by the federal
government, although legislation to regulate preparers has from
time to time been introduced in Congress. It is difficult, however,
to formulate any meaningful basis for regulating the preparation
of returns that would not create administrative complications
and work possible hardship on both the preparers of returns and
the taxpayers they serve. It is likely that legislation requiring
preparers to register, to file schedules listing clients whose re
turns they prepared, and to insert their FICA number on all re
turns they prepare will be enacted. It should be noted that the
IRS does not consider preparation of returns to constitute "prac
tice” before it.
At the state level, sporadic attempts have been made to place
limits upon who may prepare income tax returns. At one extreme
is found the Mississippi legislature, which attempted to make
unlawful the preparation of any returns by any person not a
lawyer or a CPA. The state supreme court held that this legisla
tion was unconstitutional. Their reasoning was that the regula
tory powers of the state did not authorize this type of regulation
and that the public welfare of the citizens was not served by it.1
At the other extreme, there is legislation, such as that attempted
by Rhode Island, which would limit the preparation of "compli
cated” returns to lawyers and CPAs. In Rhode Island Bar Associ
ation v. Libutti21 1the Rhode Island Supreme Court upheld the
validity of this statute and issued an injunction against Mr. Li
butti’s preparation of any returns other than those where all in
come was subject to withholding and the standard deduction
was employed. The Court refused, however, to pass on the ques
tion of whether Libutti was guilty of the unauthorized practice
of law. In 1962, a bill introduced into the New York City Coun
cil would have licensed "occasional tax consultants.” This piece
of legislation was aimed at the person who does not do yearround tax work; it failed to pass. State laws registering return
preparers have been enacted in California and Oregon.
At the administrative level, on the other hand, some restric
tion undoubtedly has taken place: In Arizona, it was held that

1 Moore v. Griffis, 205 Miss. 865, 39 S2d 505 (1949).
2 Rhode Island Bar Association v. Libutti, 100 A2d 406 (48 AFTR 648).
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a corporation violated the state accountancy act when it engaged
in the preparation of income tax returns; in California, the At
torney General opined that, with the exception of “routine and
clerical activity,” the preparation of tax returns for a fee required
the preparer to be a public accountant or a CPA.
Unfortunately, administrative rulings of this sort tend to be
ignored by tax return preparers, law enforcement officials, and
taxpayers. A good, clear-cut case in this area, carried to the U.S.
Supreme Court, might result in clarifying once and for all the
degree to which the states can regulate federal tax return prepa
ration. All in all, it would appear that specific legislation to re
strict the preparation of tax returns is not likely in many cities or
states and is of dubious effectiveness even where attempted.

Handling Returns at the Revenue Agent Level

A revenue agent can talk to anyone about a tax return so long
as he is developing the factual pattern of the case, but IRS rules
provide that he is not to recognize anyone as an advocate unless
that person is either a “preparer” or an enrolled attorney or
agent.
For example, John Jones hired Doe & Co., CPAs, to prepare
his income tax return, which is now being audited. Revenue
Agent Brown calls Mr. Jones, and Jones suggests that they meet
at the Doe office to discuss the return. A Doe employee pulls out
the file on Jones. Brown questions how certain figures were ar
rived at, and the Doe employee explains the calculations in
volved and describes the nature of Jones’ substantiating records.
They reach the point where they are discussing the deductibility
of certain medical travel—the amount of the item is not in dis
pute, but its deductibility is. At this point, the Doe employee
(if not a “preparer,” a CPA, an enrolled agent, or attorney oper
ating under a valid power of attorney) ceases to be recognized
by the revenue agent if the agent is doing his job properly. At
that point, the discussion becomes one where a controversy is in
volved and a particular position is being urged.
Who is a “preparer”? He is a nonenrolled person who signed
a tax return as having prepared it and who abides by the ethical
standards of Circular 230. The “preparer,” subject to some minor
limitations (for example, he cannot receive copies of correspon
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dence addressed to the taxpayer, nor may he be given authority
to substitute an attorney or agent), can deal with the revenue
agent in the same manner as can an enrolled agent, a CPA, or an
attorney.
Thus, without demonstrating any special qualifications in tax
matters, in accounting, or in law, a person is permitted to en
gage in tax practice at the level of tax return preparation and
revenue agent audits, where the bulk of tax work is done.

Paraprofessionals and Tax Work

The pressure and volume of tax work often make it imperative
that as many members of the staff of an accounting firm as pos
sible be qualified to represent clients in tax matters before the
IRS. Staff members other than those automatically qualified as
CPAs may be permitted to engage in such practice if they ob
tain passing grades in the special IRS enrollment examination
given annually. Too often, such staff members do not take the
special examination because they are concentrating on passing
the CPA examination. One of the areas for development of para
professional tax personnel is likely, however, to be to encourage
people who may never become CPAs to take and pass the IRS
exam and thus fully qualify themselves in the area of the firm’s
tax practice.

District Conference
It is at the district conference level that meaningful limits are
first put on the scope of permitted tax practice. An unenrolled
non-CPA was limited at the revenue agent level only if the re
turn under audit was one he had not prepared, which would be
the case, for instance, where he had a new client whose prioryear return was being audited. But the unenrolled person, “pre
parer” or not, will not be recognized as representing the tax
payer at the level of the district conference. Compared to the
two million office and field audits made annually, possibly only
150,000 informal conferences are scheduled. Written protests
are normally required except in small (under $2500) cases.
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Appellate Division

A matter goes to the Appellate Division on the basis of a
written protest (except that no written protest is required for
a case under $2500 which has been handled through district con
ference). About 25,000 protests per year are filed with the Ap
pellate Division. Enrollment to practice before the IRS, or status
as a CPA or attorney, is essential in order to represent the tax
payer.

Tax Court
Enrollment to practice before the IRS gives a practitioner no
right to practice before the Tax Court. Prior to 1943, a CPA
could be admitted to practice before what was then called the
Board of Tax Appeals with almost the same ease with which he
can now practice before the IRS. Since 1943, however, non
lawyers (whether CPAs or not) have been admitted to practice
only after passing a written examination given annually by the
Tax Court in Washington (see chapter 13).
Nonlawyers who are admitted to practice before the Tax Court
generally feel that this is a valuable right in that most cases
docketed with the Tax Court are settled without a trial. Thus,
the right to file a petition with the Tax Court and to continue
to negotiate towards a settlement is the main right they desire.
About 8,000 cases are docketed annually with the Tax Court,
and the Court hands down about 800 decisions a year.

Suits for Refund
The filing of refund suits in a U.S. district court or in the Court
of Claims is definitely restricted to attorneys admitted to prac
tice before those courts. No figures are readily available on the
number of such suits filed, but about 500 district court and 70
Court of Claims tax decisions are handed down annually. Re
fund claims, on the other hand, may be prepared by anyone, and
often are. The audit of a refund claim within the IRS is similar
to the audit of a return, and the same limitations on who can
represent the taxpayer apply. It would seem to be only common
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sense, however, that where a refund claim may be the subject of
a suit for refund, an attorney should be involved with its prepa
ration and presentation before the IRS so that the client’s best
interests may be served.

Summary of Federal Practice Qualifications

An attorney possesses the greatest flexibility, since he has the
right to perform every tax service a client might need. He can
file the return, handle any conflicts that arise with the IRS, and
represent his client in court if matters come to that. It is impor
tant to note that, while he has these rights, this is not to imply
that he is necessarily the person best qualified to do all these
things nor that it would be proper for him to do them all if he is
associated with a CPA firm.
A CPA or an enrolled agent can represent the taxpayer fully
before the IRS. If admitted to practice before the Tax Court, he
is able to carry a tax controversy one level higher than the per
son not so admitted. A preparer may represent the client at the
examining-agent level within the IRS but otherwise may act
only as a witness and not as an advocate. Anyone may prepare
returns.
The division between the attorney’s and the CPA’s practice
may be illustrated by a chart:

Planning

Filing

IRS Review

Courts

------------------------- CPA--------------------------------- Attorney------------------

The exceptions, of course, are numerous. In some parts of the
country, lawyers and/ or trust departments prepare estate tax re
turns on Form 706 and Form 1041 fiduciary income tax returns.
Likewise, an increasing number of tax lawyers are involved in
tax planning and in handling IRS examinations for retainer-fee
clients.
Most CPAs, by virtue of their background and interests, have
no desire to go beyond the areas of tax planning, return filing,
and administrative-level (that is, IRS) controversy. The heavy
overlap is IRS review! CPAs almost always proceed to this stage
with a client for whom they did return filing or tax planning
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work. Attorneys frequently get there with taxpayers for whom
they have not done other tax work.
What of the tax person who is both a CPA and an attorney? If
he is with a CPA firm, he functions in the same manner as any
other CPA tax person. Being an attorney is useful background,
but he is practicing as a CPA, not as an attorney. If he is a sole
practitioner, or employed with a firm of CPA-attorneys, he may
actually handle the whole range of tax practice—but such indi
viduals and firms are not a major factor in tax practice at this
time.

Local Taxes
Personal Property. One CPA firm would not prepare personal
property tax returns since the return forms contained a schedule
calling for balance sheet figures “per books.” State law required
that property not be classified for purposes of taxation. But prac
tice in the various townships resulted in classification by arriving
at assessed valuations that were varying percentages of full value.
The position of this firm was that they could not prepare a re
turn showing balance sheet figures that differed from the books.
There can be no disagreement on the general point about
using phony figures. But other CPAs felt that business taxpayers
needed professional service in this area of taxes, and that they
could render such a service without compromising their in
tegrity.
The basic approach by the other CPA to the ethical problem
was to recognize that the purpose of the assessment procedure
was to arrive at an equitable distribution of the tax burden
among taxpayers. Since the assessment lists were published in a
local newspaper of general circulation, it was easy to maintain
a file of assessed valuations. For each business client for whom a
personal property return was prepared the CPA determined
what businesses were competitive. Thus, on the work sheet for a
paint store there were listed the names of other paint stores in
the area. The CPA looked up their assessed valuations and listed
them. Then he attempted to determine, usually from the client
(although he might get a Dun & Bradstreet report where the in
formation seemed crucial), the size of the competitor relative to
client.
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With all this information in hand, plus the financial statements
of the clients, the CPA made an appointment with the township
assessor to review the assessed valuation for all the returns being
prepared for that township. Generally, as long as the assessed
valuation was slightly higher than the previous year, the CPA
had no trouble reaching some sort of an agreement with the
assessor. When the valuation worked out to a lower figure, the
CPA always tried to forearm himself with specific explanations.
The objective was always a fair assessment for the client relative
to his competitors.
The result was CPA preparation of a large number of business
returns where the personal property tax return was the sole
service rendered that client. No detailed financial data appeared
on the return itself, although the CPAs were always happy to
review this with the assessor at their conferences with him. Thus,
the CPAs were not forced into the position of preparing a re
turn with data on it which did not agree with the books. But
neither were they forced to deny services to people needing help.
While the assessment date was April 1, most of the work was
done in May, so that the property tax returns created no inter
ference with regular tax season work.
For the time involved, fees were comparable to fees for regu
lar, nonroutine tax work. And many businesses who first came to
the CPAs for personal property returns became clients for other
services as well in the course of time.
Real Property. Unlike most taxes involving the CPA, the real
estate tax is not normally a self-assessed tax. The assessor, operat
ing without any contact with the taxpayer, determines the as
sessed valuation. Like most taxes, however, the real estate tax
assessment is normally subject to some sort of appeal or review
procedure. And, like the personal property tax with which it is
usually combined, the key approach should focus on compara
tive valuations of comparable properties.
To function effectively in representing clients on real estate
tax matters, the CPA needs to be familiar with the system of
property description employed in his area, as well as with the
underlying statutes, administrative procedures, court decisions,
and key personnel. He will find that much of the assessment
work done in many locales is performed by people who are only
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superficially trained and inadequately reviewed. Thus, in many
instances, what seem to be inequitable assessed valuations are
seen to be based upon inadequate information obtained by the
assessor, or even on clerical error in the assessment working
papers.
Real estate assessment assignments are often handled on a
contingent fee basis. In many jurisdictions, the time to start
working on a real estate tax matter is long before the assessment
date itself. Thus, where there is a March 31 assessment date, the
time for any challenge of the assessment of a particular March 31
may be only shortly thereafter. The preceding summer is the
logical time to start building a file on the assessed valuation of
the particular property involved, comparative property data, and
similar material.

Unauthorized Practice of Law

The area of unauthorized practice of law in tax work is an
area in which reality conflicts with theory. The theory of the
matter certainly points to most tax work’s involving the practice
of law. There is a basic statute; the applicability of various parts
of it to past transactions or contemplated transactions is in ques
tion. There may be adversary proceedings before an administra
tive agency, in which the propriety of certain interpretations of
the statute may be in question or in which proof of certain facts
may be necessary. What is the reality then?
First, there is the historical record. An income tax requires the
computation of income, albeit under a concept of income em
bodied in legislative enactments. This is what accountants have
been doing since the profession of public accounting as it is
known today was born in England as the offspring of the British
Companies Acts of the 1840s. To determine income for any pur
pose requires the incidental review of transactions, analysis of
contracts and determination of their effects, and reflection of ap
propriate legislative and court determinations. Auditing is, in
fact, a quasi-judicial operation, involving the expression of an
expert opinion on a multiplicity of detailed items. When neces
sary, the auditor calls on not only the attorney for help, but also
appraisers, engineers, actuaries, and a host of other experts.
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In the early days of the U.S. income tax, there was never any
question about unauthorized practice of law. CPAs were admit
ted to practice before the Bureau of Internal Revenue and the
Board of Tax Appeals, and they handled the bulk of tax practice.
With higher tax rates, more divergence between business ac
counting and tax accounting concepts of income, and expansion
in both the number of taxpayers and the amount of tax practice
business available, attorneys set out to capture a greater share
of the tax practice field.
Historically, though, they were reaching for something which
was never considered the practice of law. Further, they per
formed a disservice to the public to the extent that they might
succeed, for attorneys, by and large, were neither trained for, nor
qualified in, tax matters.
The interest of the public is the only justification for giving any
professional group exclusive rights to any type of occupation or
activity. CPAs and persons who are enrolled to practice before
the IRS have met realistic standards based upon a concept of the
public interest.
Regarding those persons who are deemed professionally quali
fied to practice before the IRS and/or the Tax Court, the prob
lem of unauthorized practice of law today is essentially a part of
the federal-state conflict that has been a feature of U.S. history
since the Revolution. So far, whenever the issue has come to a
head, the tendency has been for the area of federal control to be
expanded and that of state control to be diminished (civil rights,
navigable waterways, and so forth). Thus, at least as far as CPAs
and enrolled practitioners are concerned, it would appear that
the ultimate likelihood of the states’ successfully depriving them
of their right to practice is remote.
The problem of unauthorized practice of law is easily magni
fied beyond its actual proportions. There may be some 400,000
nonlawyer tax practitioners in this country. In the years since
World War II, when the unauthorized practice question was first
raised, there have been few successful cases brought against the
nonlawyers.
The first was the 1948 Bercu case in New York.3 Bercu gave
advice to a person who asked him an involved tax question.
3 Application of New York County Lawyers Assn. in re Bercu, 78 NYS2d
209 (38 AFTR 958 (1948)).
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Though a CPA, Bercu was not at the time enrolled to practice
before the Treasury Department. He read some cases, expressed
an opinion, and charged a fee. He was held to have engaged in
the practice of law. Then came the Conway case in Minnesota
in 1949,4 where an unenrolled person was found guilty of un
authorized practice of law when he attempted to resolve diffi
cult legal questions (such as the status of a common-law mar
riage) in connection with preparation of a tax return.
In 1951 the National Conference of Lawyers and CPAs reached
an agreement, later ratified by the American Bar Association and
the American Institute of Certified Public Accountants, that pro
pounded the principle that both professions could properly pre
pare income tax returns, ascertain the probable tax effects of
transactions, and practice before the IRS. Attorneys were admon
ished to call on accountants when accounting questions arose,
and accountants to call on attorneys when questions arose involv
ing the application of legal principles. Since that agreement, the
cases that have arisen have been the result of CPAs’ suing clients
for fees, with the clients arguing that the contract was unen
forcible since it provided for the rendition of legal services. Most
famous of these cases is the 1955 Agran case in California.5 6 6
Agran was enrolled to practice before the IRS. He represented
a client before the IRS and won his tax case. His client did not
want to pay the $2,000 fee he was charged, so Agran sued. He
testified that he spent many hours reading tax cases. The judge
was impressed, but not in the way that had been intended; he
thought that part of what Agran did might have been the prac
tice of law. When all the appeals and rehearings were over,
Agran collected only half his fee. He did not go to jail, nor was
he even charged with unauthorized practice of law—he simply
did not collect all that he sued for.
That the Agran case did not lay down a general rule, even for
California, becomes clearer if the subsequent Zelkin case is ex
amined.6 In this case, a CPA represented a taxpayer who had
been referred to him by an attorney and for whom he had not
4 Gardner, Smith, Hunt, Anderson, Gottlieb, et al. v. J. L. Conway, DC,
Minn. (1950) (42 AFTR 1112 (1949)).
5 Agran v. Shapiro, 273 P2d 619 (46 AFTR 896 (1954)).
6 L. Zelkin v. Caruso Discount Corporation, et al., SC, Los Angeles County,
Calif., aff'd 186 ACA 875 (1961).
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even prepared the return under audit. He settled the tax matter,
but the client refused to pay all of the fee agreed upon. The cli
ent contended, as in the Agran case, that what Zelkin had done
was the practice of law, since it involved no accounting, auditing,
or calculations of any sort, but consisted of reading cases, re
viewing certain contracts, and negotiating a settlement with the
revenue agent. Zelkin testified that he read the cases not to de
termine the legal principles involved but to find the accounting
methods employed by other companies in similar situations. Zel
kin won his case.
It is possible, of course, to win a fee suit and still be in trouble.
Patrick H. Mitchell, a Kentucky CPA sued to collect a fee, and
won in spite of his client’s defense that what Mitchell had done
was the practice of law. While Mitchell collected his fee, the
Kentucky Bar Association brought a contempt action against him
on the ground that his representation of the client (who was re
ferred to him by an uncertified accountant) before the Appellate
Division of the IRS involved the practice of law. Mitchell was,
however, never brought to trial.
This part of the discussion may be summarized by stating that
it is almost impossible to predict what a state court might say
constitutes the practice of law. In some states, such as Arizona,
the supreme court might well take the position that it can de
fine the practice of law regardless of what the legislature says it
is, thus adding further confusion. However, the organized Bar, at
least at the national level, is apparently seeking to avoid litiga
tion on the unauthorized-practice-of-law question in tax matters,
so that the likelihood of major threats to enrolled tax practition
ers seems remote.
In the federal courts the litigation has been sparse. Based
upon cases involving other administrative agencies (such as
Patent Office and Interstate Commerce Commission), it ap
pears that the rule set out by the U.S. district court in Puzey,
et al. v. Acton Manufacturing Co. will generally be followed.7
The court there held to the effect that services that might prop
erly be performed by a CPA under IRS rules did not constitute
unauthorized practice of law. The question of whether the giv
7 Puzey, et al. v. Acton Manufacturing Co., DC, Kan. (2 AFTR 2d 5471
(1958)).
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ing of tax advice on proposed transactions is the practice of law
was directly involved in Bancroft v. Indemnity Insurance Co. of
North America.8 There the CPA’s client sued an insurance com
pany under the accountant’s professional liability policy. The
court rejected the argument that the client could not collect be
cause what the CPA had done was the practice of law, pointing
out: “Without judging the merits of the accounting profession’s
de facto rendition of quasi-legal services, we must take judicial
notice of the fact that, in Monroe, Louisiana, as elsewhere, CPAs
regularly render opinions and advise their clients on matters of
federal and state income tax liability as a routine matter in per
formance of their professional services. As a matter of fact, attor
neys-at-law frequently refer clients to CPAs for such advice,
which is in a specialized field, and attorneys also seek such ad
vice directly from CPAs. In writing the policy here sued upon,
defendant is bound to have known of this almost universal prac
tice.”
That this is the most likely view of the U.S. Supreme Court
seems clear from its opinion in Sperry v. State of Florida,9 even
though that case involved a patent agent rather than a tax prac
titioner. The Patent Office Regulations provide that registration
to practice “shall not be construed as authorizing persons not
members of the bar to practice law,” which is almost identical to
the similar provision in Circular 230. Like the California court
in Agran, the Florida supreme court had taken the position
that this provision meant that state laws governing the practice
of law were to control what could be done before a federal ad
ministrative body.
Said the unanimous supreme court, “A State may not enforce
licensing requirements which, though valid in the absence of
federal regulation, give ‘the State’s licensing board a virtual
power of review over the federal determination’ that a person
or agency is qualified and entitled to perform certain functions,
or which impose upon the performance of activity sanctioned by
federal license additional conditions not contemplated by Con
gress; . . . the order enjoining petitioner must be vacated since it
8 Bancroft v. Indemnity Insurance Co. of North America, 203 F. Supp. 49,
DC, La. (1962), as discussed in chapter 3 of this volume.
9 Sperry v. State of Florida, 83 S. Ct. 1322 (1963).
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prohibits him from performing tasks which are incident to the
preparation and prosecution of patent applications before the
Patent Office.”
Does this decision mean that Sperry could handle dealings
with the Patent Office, but could not, for instance, advise clients
on whether they had a patentable invention? This question is
extremely relevant in the tax field, for tax practice requires more
giving advice, preparing returns, and similar activity, than actu
ally appearing before the IRS. In a footnote, the supreme court
touched upon this point: “We note, however, that a practitioner
authorized to prepare patent applications must, of course, render
opinions as to the patentability of the inventions brought to
him....”
Based upon the cases, the thinking apparently represented in
some of the opinions of the American Bar Association’s Commit
tee on Unauthorized Practice of the Law, and the experiences of
CPAs with lawyers, perhaps the best advice would be the fol
lowing:

1. The CPA should not sue a client for a fee. The client’s at
torney would be derelict if he didn’t raise the unauthorized-prac
tice-of-law defense, even if he referred the client to the CPA
in the first place.

2. The CPA should encourage the client to have a regular at
torney, preferably on some sort of a retainer, and should take
the initiative in getting his advice on the legal aspects of tax
problems. The CPA may be pleasantly surprised to discover that
the attorney’s expertise can make the work for the client more
effective. By working closely with the CPA, the attorney comes
to appreciate the CPA’s abilities and to realize that the CPA is
trying to cooperate with him for the benefit of the client and is
not trying to compete with him.
3. When written opinions are given on tax matters, the CPA
should try to phrase the opinion in accounting rather than legal
terms. Below are two versions of the same statement, the first in
legalistic phrasing, the other in straightforward accounting
terms:
(a) Under Rev. Rul. 67-272, 1967-2 CB 99, which interprets
and applies the decision of the U.S. Supreme Court in Fribourg
Navigation Company, Inc. v. Commissioner, 383 US 272 (1966),
11-14

depreciation may be adjusted in any year, including the year of
sale, when either the useful life or salvage value originally used
appears unreasonable (other than as the result of price level
changes referred to in Regs. Sec. 1.167(a)-1(c)).
(b) Since, in tax accounting, the purpose of depreciation is
to allocate the basis of the asset to the periods dining which it is
used, changes from the original estimate of either useful life or
salvage value may require changes in the depreciation allowable
for a given year. However, since the allocation process involved
is one that deals with historical cost and not with purchasing
power, salvage value changes that are merely the product of
price level changes would not require any adjustment in the
depreciation computation for any year, including the year of
sale. See Rev. Rul. 67-272,1967-2 CB 99; Regs. Sec. 1.167(a)-1(c).

Unauthorized Practice of Accounting

Regulation of the practice of accounting is on an entirely dif
ferent basis than regulation of the practice of law. The per
formance of certain acts, however the person performing them
may describe his profession, constitutes the practice of law.
Public accounting laws generally do not restrict the performance
of acts. Instead, they prohibit the use of the titles of certified
public accountant and public accountant, and of the abbrevia
tions CPA and PA, by persons not holding licenses in that state.
They also commonly prohibit the use of any titles or abbrevia
tions likely to be confused with CPA or PA—for example, char
tered accountant (CA), enrolled accountant (EA), registered
accountant (RA), or licensed accountant (LA).
No person is barred by accounting legislation from preparing
financial statements or making audits. He is restricted, however,
in how he describes himself in connection with such work. A
typical statute might provide: “No person shall sign or affix his
name or any trade or assumed name used by him in his profes
sion or business, with any wording indicating that he is an ac
countant or auditor, or with any wording indicating that he has
expert knowledge in accounting or auditing, to any accounting
or financial statement, or to any opinion on, report on, or cer
tificate to any accounting or financial statement, unless he holds
a live permit. . . .”
Thus, an attorney could hardly be convicted of the unauthor
ized practice of accounting so long as he described himself solely
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as an attorney in connection with any accounting work he did,
whereas a CPA could be convicted of unauthorized practice of
law even though he never represented himself as being anything
but a CPA. The 1951 Statement of Principles of the National
Conference of Lawyers and CPAs, therefore, proves to be rather
a one-way street when it is implemented. The statement, “Only
an accountant may properly advise as to the preparation of fi
nancial statements included in reports or submitted with tax re
turns, or as to accounting methods and procedures” is unenforce
able since no ground for action would exist under state law if an
attorney did these things. An accountant violating the precepts
of the Statement, however, may be prosecuted under state law—
and may be proceeded against even if complying with the State
ment of Principles. In theory at least, it could be argued that
every business income tax return is a special-purpose statement
of income, and every estate tax return is a special-purpose balance
sheet with supporting schedules. An attorney preparing any of
these returns could be argued to be acting outside the proper
scope of the practice of law, and could be argued to be violating
the 1951 Statement, even if not violating any law regulating the
practice of accounting. In practice, though, no attorney has ap
parently ever been called to account on the charge, for example,
that he prepared a corporation income tax return.
Dual and Joint Practice of Law and Accounting
The National Conference of Lawyers and CPAs “has for many
years considered the matter of dual practice of accounting and
law and is convinced that it is not in the public interest for any
one to engage in the practice of both professions.”10 The Amer
ican Bar Association has retreated from prior opinions prohibiting
such dual practice for attorneys, while the American Institute of
CPAs has never issued a formal opinion barring such practice from
the CPA point of view. A national association of attorneys who are

10 National Conference of Lawyers and Certified Public Accountants: A
Study of Interprofessional Relations (New York: American Institute of
Certified Public Accountants and American Bar Association, 1970), pp.
11-12.
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also CPAs has among its objectives the recognition of the pro
priety of such dual practice.
In the tax field, as a practical matter, CPAs who are attorneys
are partners in CPA firms, and attorneys who are CPAs are
partners in law firms. Such CPA-attorney tax practitioners fre
quently have more in common with their brother tax practi
tioners than they have with their partners who are engaged
in completely unrelated activities (for example, in MAS work
in a CPA firm, or in personal injury litigation in a law firm).
Responsibility for Tax Laws and Administration
The Congress, Treasury Department officials, and those in the
IRS all need help in writing, interpreting, and administering our
complicated tax system. They get some of that help through the
AICPA’s tax division, which comments on proposed legislation,
on proposed regulations, and on rulings and procedures; consults
with officials on needed changes in procedures and administra
tive interpretations; and generally attempts to represent fully the
“public responsibility” of the CPA for the tax system. The tax
division does an outstanding job, and all CPAs can be proud
of it.
One way in which a CPA can help discharge his professional
responsibility as a uniquely informed and qualified citizen is to
support the AICPA in these activities and to encourage their
continuation and expansion. Most state CPA societies do a simi
lar type of job with their local IRS district offices and with their
local authorities—again, these activities should be encouraged
and expanded.
At a given time, however, a CPA may feel strongly about a
problem situation or about some feature of the tax system. The
fact that the professional associations work in the same general
area means that he should try to enlist their support in present
ing his case and getting some action. If, for any one of a number
of reasons, he finds that they do not want to support his proposal,
there is nothing improper in his becoming a lobbyist or an advo
cate himself—in fact it may well be less than responsible to drop
something one really believes in because support does not readily
materialize.
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This approach can begin at the level of legislation. Most tax
bills go through a public hearing process; this can be an excel
lent place for the CPA to start.
How to Affect Legislation

To affect legislation, the CPA should (1) get background on
the tax matters involved and (2) state clearly who is repre
sented. If the CPA is speaking just for himself, or for a client,
then he should say so and should not be ashamed. Lobbyists
are always badgering congressmen for tax laws to help just a
single client. The CPA should not exaggerate the number of peo
ple he represents. Congressmen and senators are politicians.
They will know if the CPA is trying to bluff them. On the other
hand, if a CPA is speaking for a group, he should state clearly
who they are and why they are concerned. If a CPA has travelled
to Washington, he should let the Ways and Means Committee
know that he and/or his group paid the expenses out of their
own pockets.
In addition the CPA should (3) be sure to review the check
list on testifying (below) and (4) remember, above all, that
testimony is just the beginning. Congress hears much on tax
changes. The CPA should not depend on the wisdom and good
will of the people in Washington, but should follow through
and keep in touch by mail and by telephone.
Ways and Means Hearings: A Checklist
1. Request to be heard should first be made. Address letters to
Chief Counsel, Committee on Ways and Means, Room 1102
Longworth House Building, Washington, D.C. 20515. (Telephone:
202-225-3625.) Included in the letter should be—
a. Name and address.
b. If appearing for a group, the CPA’s title and a description
of the group.
c. An outline or summary of comments or recommendations
to be made (indicate whether for or against the tax pro
posals that will be discussed).
d. The amount of time requested for oral testimony (not in
cluding answers to Committee questions). The Committee
probably will not allow more than 10 or 15 minutes—thus,
it might be well to request that length.
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2. The CPA will be given a date to testify. The Committee
requests that 75 copies of the statement be provided to the Com
mittee office two days before the appearance. This is supposed
to give the Committee and staff a chance to study the statement
in advance.
3. The CPA should be sure advance copies of the written
testimony are given to local newspapers and radio and TV sta
tions. Such publicizing is not unethical as long as the CPA de
scribes himself in good taste, is not self-laudatory, and does not
appear to be doing a type of advertising.
4. The CPA should appear at the Committee early on the date
he is speaking. This will give him a chance to study the Com
mittee and hearings firsthand.
5. The testimony should be given.
6. On the following day the CPA should review the transcript
of the testimony at the Committee office. This is to be certain
that the CPA’s statement was not misquoted. Within a few days,
the CPA should be certain to give the Committee office written
replies to questions that could not be answered immediately.
These will be printed in the official hearing record along with
the CPA’s testimony.
7. Follow-up is important.

If the CPA can’t go to Washington for hearings, he can
still be heard. He should send three copies of a written state
ment to the Committee and then send a copy to his congressman
requesting him to ask the Committee to print the statement in
the official hearing record. The congressman should be requested
to have the statement published in the Congressional Record too.
The CPA may write his congressman or the Ways and Means
Committee, 1102 Longworth House Building, Washington, D.C.
20515, to get a free copy of the hearing transcript.

Other Proposals and Appearances

The same basic approach spelled out in some detail above
for a House Ways and Means Committee appearance is applic
able to an appearance before the Senate Finance Committee or
even to protests regarding proposed regulations.
The CPA should first find out, in every case, what the admin
istrative rules are. Thus, proposed regulations spell out the date
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by which any comments must be in the hands of the Commis
sioner. If an opportunity is desired to appear at any public hear
ing held on the proposed regulations, comments must be timely
filed in writing. The procedure involved is set forth in Regs. Sec.
601.601, which also covers petitions to change rules.
Remember that tax practice need not consist merely of repre
senting clients. The CPA can represent broader interests, but
even the representation of clients may well involve his attempt
ing to obtain relief through legislation and regulation, or the
avoidance of problems through participation in the formation of
laws and rules.

Rules Applicable to All Lawyers, CPAs,
and Enrolled Agents
Tax practitioners are forcefully affected by two administrative
bodies—the Treasury Department, with its Circular 230, and
the Tax Court. The Tax Court’s ethical standards are specifically
those of the canons of professional ethics of the American Bar
Association.
The Treasury Department cannot so readily be disposed of.
It sets up four possible types of ethical standards in Circular
230. First, there are the provisions of Circular 230 itself, and
particularly the listing of nine acts of disreputable conduct. The
nine specific acts or forms of disreputable conduct follow.
[1.] Conviction of any criminal offense under the revenue laws
of the United States, or any offense involving dishonesty, or
breach of trust.
[2.] Giving false or misleading information, or participating in
any way in the giving of false or misleading information to the
Internal Revenue Service or any officer or employee thereof, or
to any tribunal authorized to pass upon federal tax matters, in
connection with any matter pending or likely to be pending be
fore them, knowing such information to be false or misleading.
Facts or other matters contained in testimony, federal tax returns,
financial statements, applications for enrollment, affidavits, decla
rations, or any other document or statement, written or oral, are
included in the term “information.”
[3.] Solicitation of employment, the use of false or misleading
representations with intent to deceive a client or a prospective
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client in order to procure employment, or intimating that the
practitioner is able improperly to obtain special consideration or
action from the Internal Revenue Service or officer or employee
thereof.
[4.] Willfully failing to make a federal tax return in violation
of the revenue laws of the United States, or evading, attempting
to evade, or participating in any way in evading or attempting to
evade, any federal tax or payment thereof, knowingly counseling
or suggesting to a client or prospective client an illegal plan to
evade federal taxes or payment thereof, or concealing assets of
himself or another to evade federal taxes or payment thereof.
[5.] Misappropriation of, or failure properly and promptly to
remit, funds received from a client for the purpose of payment
of taxes or other obligations due the United States.
[6.] Directly or indirectly attempting to influence, or offering
or agreeing to attempt to influence, the official action of any
officer or employee of the Internal Revenue Service by the use
of threats, false accusations, duress or coercion, by the offer of
any special inducement or promise of advantage, or by the be
stowing of any gift, favor, or thing of value.
[7.] Disbarment or suspension from practice as an attorney,
certified public accountant, or public accountant by any duly con
stituted authority of any state, possession, territory, common
wealth, the District of Columbia, or by any federal court of
record.
[8.] Knowingly aiding and abetting another person to practice
before the Internal Revenue Service during a period of suspen
sion, disbarment, or ineligibility of such other person. Maintain
ing a partnership for the practice of law, accountancy, or other
related professional service with a person who is under disbar
ment from practice before the service should be presumed to
be a violation of this provision.
[9.] Contemptuous conduct in connection with practice be
fore the Internal Revenue Service, including the use of abusive
language, making false accusations and statements knowing them
to be false, or circulating or publishing malicious or libelous
matter.11

11 U.S. Department of the Treasury, Treasury Department Circular No. 230
(Amended 7-72), “Regulations Governing the Practice of Attorneys,
Certified Public Accountants, and Enrolled Agents Before the Internal
Revenue Service” (Washington, D.C.: U.S. Government Printing Office,
1972).
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The acts of disreputable conduct are “thou shalt nots.” But,
practitioners are also subject to other obligations, which follow:

1. Unless the information is privileged (and privilege may be
something different for federal tax purposes from what it is under
the controlling state law) or the practitioner believes the demand
is of doubtful legality, information must be submitted to the IRS
upon request.
2. If a client has not complied with the law, or has made an
error on a return, the practitioner must advise the client of this
fact promptly; there is no obligation to advise the IRS.
3. An enrolled agent may use the phrase “Enrolled to practice
before the IRS” without violating the rule against indicating any
special relationship with the IRS, but “no attorney, CPA, or en
rolled agent shall solicit employment, directly or indirectly, in
matters related to the IRS.”
4. When preparing any returns or other papers related to IRS
matters, due diligence must be exercised regarding the correct
ness of representations made by the practitioner to the IRS, and
information given to clients in connection with tax matters. When
Circular 230 was amended in 1958, it was originally proposed that
practitioners “exercise due diligence to determine the accuracy
of’ returns, representations to the Treasury Department, and
representations to clients. The final version omitted the word
“accuracy” in the text of the due diligence paragraph, but re
tained it in the heading. The phrase “due diligence” can probably
be interpreted to mean reasonable care, with the standard of
what is reasonable being based to some extent on what other
practitioners do. A practitioner need not make an audit of the
client’s records before preparing a return. On the other hand, he
is probably not justified in preparing a return from data fur
nished by the client without at least some discussion with the
client, some questioning of things that may have happened that

are not included, and some delving into the concepts underlying
the classification of items into different income and expense cate
gories. If, in the course of such questioning, the CPA discovers
possible flaws in the data, due diligence would require that he
follow through and not simply ignore what to an experienced
practitioner would be evidence that perhaps all is not as it
should be.
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The concept of due diligence can be illustrated by one of the
issues in the famous case of Paysoff Tinkoff v. Mellon.12
The Secretary also found that plaintiff was guilty of preparing
a false and fraudulent return for one John Griffiths for the year
1925. The false items in the return consisted in the claim of a
bad debt of $40,000 . . . the $100,000 represented by the note was
loaned to [taxpayer’s] son-in-law . . . relations between the lender
and the borrower had become strained . . . the earning capacity
of the son-in-law was small.
In preparing the return for 1925 the taxpayer discussed with
plaintiff [Tinkoff, a former revenue agent, who was both a lawyer
and a CPA] his right to charge off as worthless all or part of this
note. Plaintiff prepared two letters and a questionnaire to be sent
to Mr. Betancourt asking for a statement of his assets and their
value, and what he estimated they would bring at a forced sale.
Betancourt replied stating that his total worth depended upon
the outcome of a claim against the Republic of Cuba for ap
proximately $750,000. If this should be collected, he estimated
his net worth to be more than $1,000,000. But assuming that
nothing was recovered from this claim, he estimated that his as
sets at forced sale under court proceedings would bring $150,000,
and stated that he had no other debts.
Plaintiff [Tinkoff] testified that his client stated that he did
not believe the estimate of Mr. Betancourt as to his worth and
the sale value of his assets to be correct. Plaintiff said further
that he told the taxpayer the matter was one for the taxpayer
to decide in his best judgment, and taxpayer finally fixed the
sum of $40,000 as the amount to be deducted in 1925 as bad.
The taxpayer in fact made no effort whatever to collect any
part of this debt. The note itself was offered in evidence and it
bore on the back an endorsement by the taxpayer to his daughter,
Mrs. Betancourt, without recourse. The note had not been de
livered to the daughter. The testimony indicated that the tax
payer had stated that this endorsement was to prevent his daugh
ter’s being embarrassed by the note in case of his death. ... In
my judgment there was oral and written evidence produced be
fore the committee sufficient to support the finding against the
plaintiff on this charge.

While the charge against Tinkoff was fraud, under the present
Circular 230 it could as easily have been failure to exercise “due

12 Paysoff Tinkoff v. Mellon, CA, D.C. (1930), cert den. 283 US 832.
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diligence.” The letters and the questionnaire were a good ap
proach, but ignoring the reply to the questionnaire without some
corroborating evidence was not the exercise of “due diligence.”
It would appear that no questions were ever asked the client as
to whether he had tried to collect on the note, or even whether
he intended to try. “Due diligence” might have required such
questions.

AICPA Code of Professional Ethics
CPAs traditionally dominate practice before the IRS, but the
ethical rules of CPAs are dominated by the CPA function of
independent auditor. Even though employed and paid by his
client, the CPA in his audit work has surrounded himself with
rules designed to avoid even the slightest hint that he can be
swayed by anything but the objective facts in rendering his in
dependent opinion on the financial statements.
In tax work, though, the CPA must lay this aspect of inde
pendence aside and view as his primary concern his responsibil
ity to his client, rather than outsiders. This does not mean that he
sets aside objectivity or integrity. It means rather that, in auditing
his work is done for persons outside the company (credit grant
ors, stockholders, bondholders, and other unascertained third
parties) and his responsibility is to them, whereas in tax work
his responsibility is to the client, not primarily to the govern
ment.
Critics have pointed out the incongruity of this reasoning.
How, they ask, can the CPA both be unbiased in his review of the
transactions for the purpose of expressing an opinion on finan
cial statements and be an advocate of the client’s interest when
it comes to giving tax advice and preparing the tax return? How
can the CPA be unbiased in judging the adequacy of the pro
vision for federal income tax liability when he himself partici
pated in determining the amount of the liability by helping to
shape the tax aspects of transactions during the year and decid
ing how they were to be handled on the return at the end of the
year? How is it that, with the exception of Accounting Principles
Board Opinion No. 11 timing differences, the tax return (advo
cacy) figures will be identical in most instances with the finan
cial statement (independent auditor) figures?
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Answers to this type of criticism vary. One approach empha
sizes that in large CPA firms tax work of any complexity, espe
cially in the planning area, is performed by a tax department
separate from the audit staff. Thus, there is independence as the
result of intraorganizational separateness.
From time to time, the thought is advanced that perhaps a
rule is needed that a CPA doing tax work for a client cannot be
deemed to be independent with respect to that client for audit
purposes. The SEC has already held that a person who is a law
yer for a registrant cannot be deemed to be independent for pur
poses of certifying the registrant’s financial statements as an in
dependent CPA. No such rule covering CPA tax work, however,
presently exists or is contemplated.
The tax practice rules that apply to CPAs are quite extensive,
especially in some of their implications. Thus, a CPA must treat
his relationship with his client as a confidential one. This means,
among other things, that he cannot sell his practice and transfer
client files to the purchaser without getting the approval of the
client for the transfer of any material in the files regarding that
client.
Contingent fees are prohibited, except in tax matters. Prepa
ration of returns for a fee based on a percentage of the refund
shown on the return might be improper, even though represent
ing the client on a contingent fee basis in connection with a re
fund claim is permissible.
In the area of promotional practices, the rules governing CPAs
are stringent. Publication of what is known as a “card” is pro
hibited to CPAs. Directory listings must be such that they are
not differentiated from other listings in the same directory. Thus,
bold-face type, the use of boxes and such, are all taboo. Listing
may only be in one place in a classified directory. Thus, if a CPA
is listed under “Accountants—Certified Public” no additional list
ing would be permitted under such a heading as “Tax Return
Preparation.”
Advertisements, of course, are barred, as is any sort of direct

solicitation of business, unless there already exists some sort of
relationship between the CPA and the person solicited. Even
where some sort of personal relationship exists, taking the initi
ative in trying to lure away the client of another CPA would be
unethical. Since most of what might be described as solicitation is
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part of a rather subtle process, however, few sophisticated prac
titioners appear to be greatly hindered by this prohibition. Cer
tainly, the CPA cannot approach a stranger, grab him by the
lapels, and give him a hard sell on using his services; nor would
it do much good to try, for professional services simply do not
sell that way.
Competitive bidding for work is deemed a form of solicitation
at the state level, but the AICPA, as the result of an antitrust
consent decree, has no prohibition against it. To prove that a
practitioner has engaged in competitive bidding, it must be
shown that he knew bids were being requested from other CPAs,
which may be difficult to prove. A CPA has the right to quote a
fee to a prospective client—especially at the client’s request.
It is unethical for a CPA to share fees in any manner or to ac
cept a referral fee, finder’s fee, commission, or anything of the
sort for work turned over or recommended to others. Thus, a CPA
acting as an investment adviser to his client may not accept a
referral fee from a savings and loan association for deposits made
in the association on the accountant’s recommendation.
Again, though, the sophisticated practitioner has no real wor
ries about referral fees paid or received. A lawyer who refers
business to the CPA may expect to have business referred to him
in return. Entertainment, holiday and birthday gifts, and various
ways of doing a favor are used to keep the books in rough bal
ance. There is no obligation to do these things, and IRS crack
downs on the deductibility of some of them may curtail their use,
but it is likely that practitioners who build large practices will
still utilize them extensively.
CPAs cannot both practice accounting and engage in occu
pations that involve any sort of solicitation. Thus, a CPA cannot
also be a real estate agent, insurance agent, stock broker, and
so forth.
CPAs, like lawyers,13 are prohibited from using any self-desig
nations in connection with their practice—especially any self

13 Various states (e.g., California, Colorado, Texas, New Mexico) are ex
perimenting with certification of lawyer tax specialists who can describe
themselves as tax specialists in telephone directories, etc.
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designations related to taxes, such as “Tax Consultant,” “Tax
Specialist,” or “Tax Accountant.” Merely putting a small sign
“Income Tax” on the door or window is considered unethical
advertising.
As a matter of professional courtesy, a CPA who has a client
referred to him by another CPA for specific services would be
acting unethically if he proceeded to render services beyond the
scope of the referral. As a practical matter, though, if the client
decides to change accountants, the fact that the CPA to whom
he is changing must consult with the CPA who referred the cli
ent, which is all that professional propriety requires, would sel
dom alter the outcome.
Similarly, a CPA is prohibited from trying to steal the em
ployees of other public accountants. This does not preclude talk
ing to someone else’s employee when the employee takes the
initiative or responds to an advertisement. Otherwise, the CPA
must talk to his employer first. Again, as a practical matter, em
ployment offers are seldom made so bluntly. A CPA, for example
meets a man he’d like to have working for him at a tax confer
ence. As they have a drink or two, the CPA tells him, half-laugh
ing, “If you ever decide to leave old Jones & Jones, don’t forget
to look me up.” Has he offered him employment? Not quite. The
CPA runs into him at another meeting, and the man asks, “Sup
posing, just supposing, I were to leave Jones & Jones, what kind
of a job could your firm offer me?” Hasn’t he taken the initiative?
Some CPAs have occasionally accepted referral engagements
from tax return preparers, insurance salesmen, and others who
obtain their tax business as the result of advertising and/or so
licitation. It is not fully clear as to what the words mean, but it
is clear in section 10.24 of Treasury Department Circular 230
that a CPA could not “employ or accept assistance from,” or “ac
cept employment as an associate, correspondent, or subagent
from, or share fees with, any such person.” It would appear to be
permissible to accept a referral from a tax return preparer where
there was no other relationship involved and the client was di
rectly the client of the CPA; whereas, it would not be permissible
to enter into an agreement, for an annual retainer fee, to repre
sent any clients of such a preparer whose returns were audited
by IRS. It might also be improper to represent in any fashion
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a client referred by such a preparer when the preparer attempted
to advertise that he makes available the services of a CPA to
those of his clients who are audited.
Similarly, if an insurance salesman entered into an agreement
with a CPA that each would refer business to the other, it would
be improper. But if an insurance salesman, acting as agent of a
client to whom he is selling an employee benefit plan, engages
the services of the CPA in connection with obtaining a deter
mination letter for the plan, there would be nothing per se im
proper in servicing such a client. Neither is it improper for one
CPA to render services to or for other CPAs, but the payment of
referral fees for such work would be improper.

A Basic Ethical Requirement
Seldom mentioned in the literature of tax ethics is a basic
mandate of the relationship between the CPA and his tax client:
As an expert, the CPA is obligated to communicate to the client
both the tax alternatives that are open to the client, and the
CPA’s best professional evaluation of the consequences if they
are adopted. This includes communicating to the client what
ever risks of controversy may be involved in connection with
positions being taken in planning or in tax return preparation
situations. The taxpayer-client must be the one who makes the
final decision.
There are two reasons why the client must be responsible
for the actual decision:
1. It is the client’s money, time, and nervous system. The
CPA has no right to substitute his own scale of values for the
client’s. Some tax practitioners are aggressive and could be de
scribed as controversy-prone; some taxpayers are conservative
and have a high desire for controversy avoidance. It should be
noted that, if the CPA finds the client’s decision one that is not
compatible with his own value system, such as a decision to
avoid tax by doing something fraudulent, the CPA’s recourse
must be to try to make clear to the client the inappropriateness
of his proposed behavior or to even stop doing work for the
client.
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2. Such an approach is more compatible with the CPA’s ac
tual or possible role as an independent auditor, either personally
or through his firm. One rationale (or, perhaps, rationalization)
for the propriety of mixing consulting and audit activities is that
the consulting activities do not impair independence so long as
the client makes the actual decisions.
AICPA Statements on
Responsibilities in Tax Practice
The AICPA Tax Division Statements recommend standards of
responsibility for the CPA in relation to his client, the public, the
government, and his profession.14 They are intended to accom
plish the following:

1. Identify and develop appropriate standards of responsibil
ity in tax practice and promote their uniform application by
CPAs.
2. Encourage greater understanding by the Treasury Depart
ment and the IRS of the CPA’s responsibility, and promote the
application of commensurate standards of responsibility by gov
ernment personnel.
3. Foster public compliance with and confidence in our tax
system through awareness of the standards of conduct accepted
by CPAs and by reciprocal measures adopted by the Treasury
Department and the IRS.
While the AICPA Code of Professional Ethics requires atti
tudes and habits of truthfulness and integrity in all of a CPA’s
practice, including his tax practice, it is clear that there is no
intention to apply to tax practice those rules of professional con
duct which relate only to examinations of financial statements.
Opinion No. 13 of the AICPA committee on professional ethics
stated:
It is the opinion of the committee that the Code of Profes
sional Ethics applies to the tax practice of members and associ
ates except for Article 2, relating to technical standards, and any
14 The material in this and the following is, in part, from The Tax Adviser,
"Professions at Work,” Joel M. Forster, ed., February 1973, p. 106.
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other sections of the Code which relate only to examinations of
financial statements requiring opinions or disclaimers.
The committee is of the opinion that the statement, affidavit
or signature of preparers required on tax returns neither consti
tutes an opinion on financial statements nor requires a disclaimer
within the meaning of Article 2 of the Code.
In tax practice, a member or associate must observe the same
standards of truthfulness and integrity as he is required to ob
serve in any other professional work. This does not mean, how
ever, that a member or associate may not resolve doubt in favor
of his client as long as there is reasonable support for his position.

The Institute’s restated Code of Ethics became effective March
1, 1973. The essentials of Opinion No. 13 have been incorporated
in the Rules of Conduct of the Restated Code.
The responsibilities program is not intended as a separate code
of conduct in tax practice apart from the Institute’s ethics code.
While the ethics code, as well as government rules (Treasury
Department Circular No. 230) obligate the CPA to maintain
high standards of integrity, the AICPA division of federal taxa
tion concluded some years ago that it was in the public interest
to relate the general principles of the ethics code and Circular
230 to specific tax practice situations.

Authority of Tax Responsibilities Statements

The primary effect of the AICPA Tax Responsibilities State
ments is educational. Statements that contain standards of re
sponsibility more restrictive than those established by the Treas
ury Department or by the Institute’s Code of Professional Ethics
depend for their authority upon the general acceptability of the
opinions expressed. Published Statements are not intended to
be retroactive.
The following is a listing and summary of the nine Statements
on Responsibilities in Tax Practice published to date.
1. “Signature of Preparer,” September 1964.

A CPA should sign as preparer any federal tax return which
requires the signature of a preparer if he prepares it for, and
transmits it to, the taxpayer or another, whether or not the return
was prepared for compensation.
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2. “Signature of Reviewer: Assumption of Preparer’s Respon
sibility,” August 1965.
If the CPA is not the preparer of a federal tax return, he is
not required to sign the preparer’s declaration. However, in his
discretion, the CPA may sign the declaration on a return pre
pared by the taxpayer or another if he reviews the return and,
in the course of the review, acquires knowledge with respect to
the return substantially equivalent to that which he would have
acquired had he prepared the return. Unless such review is
made, the CPA should not sign the preparer’s declaration.

3. “Answers to Questions on Returns,” August 1966.
A CPA should sign the preparer’s declaration on a federal tax
return only if he is satisfied that reasonable effort has been made
to provide appropriate answers to the questions on the return
which are applicable to the taxpayer. Where such a question is
left unanswered, the reason for such omission should be stated.
The possibility that an answer to a question might prove dis
advantageous to the taxpayer does not justify omitting an answer
or a statement of the reason for such omission.

4. “Recognition of Administrative Proceeding of a Prior Year,”
October 1966.
The selection of the treatment of an item in the course of the
preparation of a tax return should be based upon the facts and
the rules as they are evaluated at the time the return is prepared.
Unless the taxpayer is bound as to treatment in the later year,
such as by a closing agreement, the disposition of an item as a
part of concluding an administrative proceeding by the execu
tion of a waiver for a prior year does not govern the taxpayer in
selecting the treatment of a similar item in a later year’s return.
Therefore, if justified by the facts and rules then applicable, a
CPA may sign the preparer’s declaration on a return containing
a departure from the treatment of an item arrived at as part of
concluding an administrative proceeding regarding a prior year’s
return. Such a departure need not be disclosed.

5. “Use of Estimates,” February 1969.
A CPA may prepare tax returns involving the use of estimates
if such use is generally acceptable or, under the circumstances,

11-31

it is impracticable to obtain exact data. When estimates are used,
they should be presented in such a manner as to avoid the im
plication of greater accuracy than exists. The CPA should be
satisfied that estimated amounts are not unreasonable under the
circumstances.
6. “Knowledge of Error: Return Preparation,” August 1970.

(a) A CPA shall advise his client promptly upon learning of
an error in a previously filed return, or upon learning of a client’s
failure to file a required return. He should recommend the meas
ures to be taken. Such advice may be given orally. The CPA is
neither obligated to inform the Internal Revenue Service nor
may he do so without his client’s permission.
(b) If the CPA prepares the current year’s return, and the
client has not taken appropriate action to rectify an error in a
prior year’s return that has resulted or may result in a material
understatement of tax liability, the CPA should take reasonable
steps to assure himself that the error is not repeated. Further
more, inconsistent double deductions, carryovers, and similar
items associated with the uncorrected prior error should not be
allowed to reduce the tax liability for the current year except as
specifically permitted by the Internal Revenue Code, Regula
tions, Internal Revenue Service pronouncements and court de
cisions.
(c) Paragraph B is concerned only with errors that have re
sulted or may result in a material understatement of the tax
liability. Moreover, that paragraph does not apply where a
method of accounting is continued under circumstances believed
to require the permission of the Commissioner of Internal Rev
enue to effect a change in the manner of reporting the item in
volved.
7. “Knowledge of Error: Administrative Proceedings,” Au
gust 1970.

When the CPA is representing a client in an administrative
proceeding in respect of a return in which there is an error
known to the CPA that has resulted or may result in a material
understatement of tax liability, he should request the client’s
agreement to disclose the error to the Internal Revenue Service.
Lacking such agreement, the CPA may be under a duty to
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withdraw from the engagement. The statement does not govern
the conduct of a CPA engaged by legal counsel to provide as
sistance to counsel in a matter related to the counsel’s client.

8. “Advice to Clients,” August 1970.
In providing tax advice to his client, the CPA must use judg
ment to assure that his advice reflects professional competence
and appropriately serves the client’s needs. No standard format
or guidelines can be established to cover all situations and cir
cumstances involving written or oral advice by the CPA.
The CPA may communicate with his client when subsequent
developments affect advice previously provided with respect to
significant matters. However, he cannot be expected to have as
sumed responsibility for initiating such communication except
while he is assisting a client in implementing procedures or plans
associated with the advice provided. Of course, the CPA may
undertake this obligation by specific agreement with his client.

9. “Certain Procedural Aspects of Preparing Returns,” De
cember 1972.
(a) The CPA may ordinarily rely on information furnished
him by his client, but has an obligation to ask questions when the
material furnished may appear to be incorrect or incomplete.
(b) Prior-year returns should be referred to whenever fea
sible.
(c) If the CPA is preparer of a federal return, he should sign
it without modifying the declaration. Unusual circumstances may
be disclosed by a rider attached to the return which does not
modify the declaration.
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The Tax Library and
Tax Research
The Basic Tax Service
The optimum tax library for an office depends on the nature
of the practice and the availability of tax material in places other
than the office itself. The bare minimum, in almost any event,
would be one of the standard tax services (for example, those of
Prentice-Hall or Commerce Clearing House). A person trained
in accounting may also want the Tax Coordinator (Research In
stitute of America), while a person with a legal background
might want to use Mertens Law of Federal Income Taxation
(Callaghan and Co.). These are maintained current through a
system of weekly replacement-and-addition pages. If kept up to
date and properly used, they can provide answers to most of the
routine tax problems encountered.
A loose-leaf service is topically organized according to Code
section sequence and contains an integration of editorial com
ment, the text of the Internal Revenue Code, the regulations,
rulings, and court decisions. The rulings and court decisions,
though, are in some cases mere listings of items relevant to a
particular topic and at best are brief summaries of the ruling or
court decision.
The key to effective use of the tax service is a methodical ap
proach to a research problem. The practitioner should—
1. Consult the topical index.
2. Read the paragraphs to which he is referred.
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3. Look up the number of the text paragraphs in the crossreference table (or cumulative index) which, in turn, will
refer to the paragraph numbers of new developments not
reflected in the text one is reading.
Sometimes a little imagination may be required to find the
heading under which the problem may be indexed. This requires
the ability to think in tax terms—a trait that is developed with
experience. With experience behind him, the CPA finds there is
an increasing (and to his wife and friends an amusing or per
haps exasperating) tendency to view every factual situation
from the standpoint of its tax aspects. His terminology auto
matically falls into tax terminology; for example, when a pro
fessional colleague purchased a farm and announced he was going
to breed cattle, a tax man immediately wondered whether the
farm would constitute a trade or business being carried on for
profit. When the new farmer idly mentioned that, of course, if
the city kept on expanding in his direction, the land might be
suitable for ultimate residential use, the tax man thought of the
tax problems of real estate subdivided for sale.
In addition to the topical index and the cross-reference table
for current developments, the tax service has other indexes.
Knowing how to use them can save the CPA time and his clients
money. These additional indexes are of three types:
1. There is a list of court decisions by name, indicating the
paragraph number of the service in which the decision is men
tioned or discussed as well as the volume and page of the de
cision itself. If the CPA knows the name of a decision in point,
this index can save a great deal of hunting around. A tax man
wrestled one day with a lease-purchase situation in which he
wanted to see the effect of treating the lease as a purchase. His
particular concern was the possibility of imputing the difference

between the purchase price and the lease payments as being in
terest. He dimly recalled a case involving someone named Starr,
which had been decided a few years before by a circuit court of
appeals. It stayed in his memory because of a discussion he had
had of it at a tax discussion group meeting. He looked up the
name in the Prentice-Hall citator and was lucky. It was the case
of Estate of Delano T. Starr, 5 AFTR2d 572. He could then
immediately go to the appropriate paragraph.
12-2

2. There are finding lists for Code sections, regulations, and
rulings. Agents frequently cite rulings, for instance, to support
proposed disallowances, but they seldom explain why the ruling
applies. From this index, the CPA can find where the ruling is
mentioned, and perhaps discussed, in the text. In the same place,
one is likely to find other rulings and cases mentioned. Some of
them may be contrary to the one cited by the agent.
3. Finally, there is an index of tax articles, arranged by the
same paragraph numbers as the text of the service. Frequently,
a well-researched and well-written article on a topic may be of
great help in clarifying the CPA’s thinking on a problem. CCH
has a separate tax article service indexed by Code section.

Why More May Be Needed Than the Basic Service
Comprehensive though it is, the basic service can only go so
far in a subject with such varied factual patterns as federal taxes.
The tax service may actually be misleading when applied to a
specific problem because it summarizes and condenses. The CPA
needs to read the cases, rulings, and so forth, upon which the
service discussion is based.
Suppose, for instance, that one is trying to answer the question
of the effect on earnings and profits available for a proposed
dividend of an income tax accrual of $475,000 in a situation where
the income tax return itself only shows a liability of $87,000 and
the difference is due to APB 11 timing differences (e.g., arising
from installment sales). The client hopes the full $475,000 will re
duce the E&P for tax purposes, since the dividend would then be
tax free. (See chapter 15 for more on tax liability accrual.)
The text of the tax service states: “Accrual method corpora
tions deduct taxes for the year to which such taxes relate, and tax
penalties for the year in which the return understating the in
come is filed, regardless of whether the tax or penalty is con
tested.” What does that mean in the context of the CPA’s prob
lem? Does it justify deducting the APB Opinion No. 11 timing
differences? It would seem so, since these amounts “relate”
(the word used in the text) to the instant year. To get a better
grip on the problem, however, the CPA may want to read Stem
Bros. & Co., 16 TC 295, Robert Deutsch, 38 TC 118, Russell Mfg.
Co, 146 Ct. Cl. 833 (1959), and I. T. 3253, 1939-1 CB 178, and
similar cases and rulings.
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After reading these cases and the I. T., the CPA concludes
that the rule is as set forth in Stern Bros., at page 323 of the text
where the Court states: “Income and excess profits taxes must
be accrued by an accrual basis taxpayer in the year they arose
regardless of whether its liability therefor became definite and
ascertainable in amount in that year or a subsequent year.” The
CPA decides that even though the issue involved was the cal
culation of earnings and profits for purposes of the invested capi
tal credit allowed under the World War II excess profits tax, the
rule should nevertheless still apply. Thus, the CPA believes that
the APB 11 adjustments will not act to reduce earnings and
profits. His reasoning is that the courts seem to him to be con
cerned with the taxes that are caused by the transactions as re
ported on the tax return, and the APB 11 difference arises from a
difference in the timing of reporting items; thus, it could not be
said that the tax liability “arose” in the year in question. The
CPA advises his client that he fears the extra dividend which was
contemplated and which had been hoped would be tax free might
well be ultimately held to be taxable.

Beyond the Basic Service
Beyond the basic service, therefore, the cumulative bulletins,
the cases, a record of changes in the Code, and a citator are
needed.
Cumulative Bulletins. The cumulative bulletins from 1927 to
date are still available from the Government Printing Office.
Earlier volumes have been reprinted by private publishers. Some
of the old General Counsel’s Memorandums (GCM), Solicitor’s
Memorandums (SM), etc., keep on reappearing as the most per
tinent matter on a topic. Thus, an investigation of the tax-exempt
status of a trade association furnishing services to its members
for fees would probably require digging back into SM 3413, CB
June 1925, for a situation which involved a chamber of commerce
operating a traffic bureau. What happened to the tax exemption
of a country club that sold off land? A complete research job
should probably include GCM 9470, CB December 1931, which
involved denial of tax exemption to a country club that sold ex
cess land.
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Cases. The cases needed fall into five possible categories:
1. All court cases (excluding the Tax Court, and its predeces
sor the Board of Tax Appeals, which prior to 1970 was not prop
erly a court at all) are, for instance, contained in American Fed
eral Tax Reports and American Federal Tax Reports, Second
Series (Prentice-Hall) and in United States Tax Cases (Com
merce Clearing House). Current-year volumes come with the
tax service.

2. Board of Tax Appeals cases, always dated prior to 1943,
are available from the Government Printing Office.

3. BTA Memo decisions are available from Prentice-Hall.
4. Tax Court decisions are available on a current basis from
Prentice-Hall and CCH, as well as from the government itself on
a subscription basis. Bound volumes are available from the Gov
ernment Printing Office.

5. Tax Court Memorandum decisions are available from
Prentice-Hall and CCH.
The relative weight to be given different cases is discussed
more fully later in this chapter. The CPA probably needs the
Tax Court material even more than he needs the decisions of the
other courts. The Tax Court is the only tribunal to which one
can go without first signing a Form 870 and paying the tax. An
agent who receives a signed Form 870, whatever the ultimate
refund claim intention may be, has disposed of the case. Thus,
he is likely to put greater weight on the type of precedent that
directly affects most of his work. Further, it is only with respect
to Tax Court cases that one will find the formal seal of approval
of the Commissioner of Internal Revenue—the acquiescence
(acq. or A). It is difficult for an agent to argue with a BTA or
TC decision that has been acquiesced to, especially if the tax
payer’s situation is totally congruent with the decided case.

Code Changes. The record of changes in the Code is handled
by a specialized Prentice-Hall service, appropriately titled “Cu
mulative Changes in the 1954 Internal Revenue Code and the
Regulations.”
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Citator. The Prentice-Hall citator is a separate service, con
sisting at the moment of four bound volumes plus a loose-leaf
volume maintained on a current basis. Cases reported by Pren
tice-Hall are broken down by the issues involved. The citator
listing for a case also is broken down according to the issues
involved. Thus, the case of Binghams Trust v. Commissioner, 33
AFTR 842, which was decided by the Supreme Court in 1945,
involved 15 separate issues. In researching that case, one may
only be interested in issue number 10. The Prentice-Hall citator
separately lists all those cases involving issue number 10 in which
Bingham v. Commissioner has been cited. For each case, it will
indicate (with letter keys) what the nature of the citation was
(whether the case cited was followed, distinguished, reversed,
and so forth). The listing for each case will be to the page in
that opinion in which Bingham v. Commissioner was mentioned.
Obviously, the Prentice-Hall citator makes it possible to do a
thorough research job, even given a limited amount of time. The
CCH citator is part of the CCH tax service, but does not indi
cate what issue is cited, the nature of the reference, or the ex
act page where the case is mentioned.
In any event, no self-respecting tax man should rely on a case
or a ruling that he hasn’t checked through the citator for current
developments. By means of the citator, with one case as a start
ing point, dozens or hundreds of cases pertinent to the specific
issue can often be developed, one of which may be the one that
disposes of the problem.

Access Is All That Is Needed

A tax library is expensive. A basic tax service handles most of
the CPA’s problems. If he saves the current-year material and
binds it permanently, he will have in his library everything he
needs that is in the Cumulative Bulletins from the date the prac
tice is started, plus summaries of Tax Court Regular and Memo
Decisions, as well as additional material that may never appear
in the Cumulative Bulletins (such as private rulings, which the
tax services frequently publish). The CPA’s need, then, is for
back material plus the text of the Tax Court decisions. Current
decisions of other courts come in bound volumes as part of the
basic service. Current Tax Court decisions can be inexpensively
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purchased from the Government Printing Office. The CPA
should open a deposit account with them and enter a standing
order for each new volume as it comes out.

University Libraries. Many university and college libraries
have fairly extensive case materials. Good ones have all of the
old Cumulative Bulletins, the court decisions, and the BTA and
Tax Court decisions. They usually have some, but not all of the
memorandum decisions. These materials are available to profes
sional people in the community for use in the library. If near a
university, the CPA should find out what resources it has and
how he can utilize them. Frequently, the CPA finds that, through
interlibrary loans, material that he does not urgently need can
be obtained at a small cost, in a few days or weeks.

Other Libraries. Public libraries, particularly in the larger cities,
often have some tax material. Some large city office buildings
have library facilities for their tenants that include a complete
tax library. The CPA should explore a bit if he is in a large city;
he may be surprised at what he can discover. Some years ago, a
Chicago CPA with a downtown office was bemoaning to a visitor
the high cost of a tax service. Three blocks away was the Chi
cago office of Prentice-Hall, containing a relatively complete
and up-to-date tax library for the use of subscribers. The CPA
had a brother who was an attorney with an office in a nearby
building that maintained a fairly complete library of loose-leaf
reporting services and tax cases for its tenants. Through his
brother, the CPA might have used this library if he had known
of its existence. Of course, time is money and having more
rather than less tax material in-house is normally most satis
factory.

Organizing the Professional Tax Library

One of the problems of the professional tax library is that it
just keeps on growing. It is inundated by books, back periodi
cals, pamphlets, and so forth. To achieve order, a framework is
needed for filing the library materials. Here is one way of going
about providing it
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The various tax services, bound books of cases, and tax con
ference proceedings should be put in a separate area of their
own. The rest of the material in the tax library should be clas
sified, basically using the indexing system applied by The Jour
nal of Taxation for its departments:

Accounting
Compensation
Corporations
Education
Estates, Trusts, and Gifts
Exempt Institutions
Farm and Ranch
Fraud and Negligence
International

Partnerships and Subchapter S
Personal
Policy and Legislation
Practice Management
Procedure
Real Estate
Special Industries
State and Local
Miscellaneous

Periodicals can be placed in pamphlet boxes set up for each
individual publication, while other loose material can go into the
pamphlet boxes labeled with the headings listed above.
The books, periodicals, and pamphlet boxes can be numbered
and a numerical listing of the library’s contents can be prepared
on 8½ x 11 sheets with ample room for additions in numerical
sequence. One numbering system assigns letters to each section
of shelving and consecutively numbers the items in each section.
Duplicate cards can then be prepared for each book, with one
copy of the card filed by title, the other filed by author. Thus,
if a staff man is looking for a book on a particular subject, he
can go to the numerical list and find all of the books in the
library in the general category. If he is looking for a book by a
specific author, however, he can go to the author index, and if
he is looking for a book with a specific title, he can go to the
title index: either will direct him to the book. This, or some
similar approach, can save frustration in searching for a book
that one knows is there, but can not locate in the rather miscel
laneous litter that fills the shelves.
Illustration 12-1 describes a minimum tax library, while Illus
tration 12-2 presents a fairly comprehensive bibliography of tax
publications.
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Administering Research
Like the preparation of returns, the handling of tax research
assignments requires some degree of control once the organi
zation expands beyond the sole-practitioner size. Without a for
mal approach to the scheduling and performance of research as
signments, a large office may find that tax research becomes
chaotic—with priority of service determined on the basis of who
pushes hardest, and with the tax people frustrated by what
seem to be mountainous backlogs of work and rendered inef
fective by constant interruptions.
Two situations may be distinguished. First is the office where
tax people are not assigned to specific clients or specific partners.
In such an office, requests for tax research will usually most ef
fectively flow through one central point—this may be the part
ner in charge of the tax function, or it may be a designated staff
man who reviews problems of priority with the partner. Ques
tions either must be submitted in writing, or must be written up
when the assignment is received. A tax services assignment sheet
is prepared (Illustration 12-3), the scheduling situation is re
viewed, the problem is assigned to a tax man, a time estimate is
made as to how long the work should take, and an estimated
completion date is set.
In the second situation tax men are assigned to specific cli
ents or are assigned to work with specific partners or managers,
and the procedure becomes more involved. The tax man himself
must provide the research control point with a completed tax
services assignment sheet so that the listing of research in proc
ess may be complete.
In either situation, the problem of direct face-to-face and
telephone inquiries must be handled. It is frustrating for a part
ner or staff man having a question that he is sure can be an
swered by a tax man “off the top of his head,” only to be told
that he must fill in an inquiry form and possibly wait a week for
the written output. At the same time, it is distracting to a tax man
to be constantly interrupted by such inquiries, and especially so
when he does not even get to record any chargeable time for
them because the inquirer neglects to give him the client’s name
or number.
One solution is the concept of the “tax man of the week.” Each
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week, a specific tax man has the “duty” to field random inquiries
of this type that require no real research. He is instructed to be
adamant about getting the client number and to charge a mini
mum of 15 minutes on each inquiry even if it only takes five min
utes. He is also told to be firm about converting any such inquiry
into a regular tax research assignment the minute it appears that
answering the inquiry involves more than ten minutes. He must
also dictate immediately after each inquiry a summary of the
question, his answer to it, the client, and who inquired, for re
view the next day by another tax man.
If the tax department consists of more than one man, a weekly
meeting to review work loads becomes essential to effective
scheduling. At the weekly meeting, each tax man submits a re
port covering each item in his work inventory, the date he re
ceived the assignment, its present status, estimated time to com
plete, and estimated completion date. Assignments can then be
reshuffled to meet changing developments, and the management
of the tax department can be informed of what is going on in its
area of responsibility.
Some Cautions About Research

The CPA should approach tax research methodically. He
should head a sheet of paper with his initials and the date in the
upper right-hand comer, show the name of the client, and indi
cate the nature of the problem. Each step performed should be
specifically listed, detailing what paragraphs were looked up,
and what cases were read. Excerpts should be on separate sheets
of paper attached to the basic sheet, making maximum use of
the photocopy machine.
There are several reasons why a CPA should make a record
of his research. First, it tends to make him do a more thorough
job. Second, if the CPA is training someone to do research, it
makes the training much easier. Third, in explaining to a client
why his bill is as high as it is, the accountant can convince the
client of the complexity of the work performed much more eas
ily when a record of that work is available. Fourth, if the ques
tion is ever raised why the CPA handled a certain item in a cer
tain way, or made a particular recommendation, the CPA has the
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answer recorded in his file. The tax services change weekly and
yearly; the recommendation made two years ago may look rather
inept based on the present state of things unless the CPA can
show what the state of things was when he first performed his
analysis.

Supplemental Periodicals and Reference Books
There are a large number of periodicals in the tax field. A
serious tax man should probably read The Tax Adviser, The
Tax Lawyer, the Journal of Taxation and the Monthly Digest of
Tax Articles. Also worthwhile if one has the time are Taxes: The
Tax Magazine; the National Tax Journal, dealing more with the
public finance and economic aspects of taxation; The Tax Law
Review; Taxation for Accountants; and the proceedings of the
various annual tax institutes (some of which are published, in
part at least, in the periodicals).
To keep current and up to date while avoiding the eye strain
and time drain of reading each case and ruling as it comes out,
one of the weekly tax letters is a virtual must. U.S. Tax Week,
the Tax Barometer, and the RIA Tax Coordinator Bi-Weekly
Alert are among these publications.
The CPA’s reference library should include the Accountants
Index, published by the American Institute of CPAs and the
Business Periodicals Index, published by the H. W. WilsOn
Company.

Education for Research
People trained in law have an initial edge in tax research be
cause a substantial portion of legal education is essentially train
ing in how to conduct research. While formal research is empha
sized in some accounting programs, it is not generally viewed
as being an indispensable intrinsic element of undergraduate
training in accounting. Yet, a major function of professional edu
cation should be to train a practitioner to educate himself. Cer
tainly, this is true of the tax practitioner to an even greater ex
tent than most professionals.
The most a CPA’s professional education can do for him is to
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equip him with ways of approaching a problem, techniques for
working out its solution, and skills that allow him to present the
results of his work persuasively and clearly to clients and other
concerned parties.
Whenever possible, a tax man without a legal education should
attempt to take some law school courses—especially such courses
as “Legal Research and Writing” or “Legal Bibliography.” Even
the new tax man with a law school background, however, still
needs to be trained in the specialized tools of tax research (for
example, use of a tax service, or reference to USTCs in Com
merce Clearing House or AFTRs in Prentice-Hall rather than
F2ds and F. Supp.).
Unless course work is readily available, in-house guided study
and experience will be necessary. It should be borne in mind that
this may be easier in the tax area than in other areas of account
ing practice. Most law schools focus on the “case method” of
teaching; that is, they deal with actual court decisions and not
with an erudite discussion in a textbook. A law class is not usually
a lecture by a professor but a dialogue exploring the assigned
cases, their facts, their import, the actual decision reached, and
the implications and significance of the decision for related, but
somewhat different, problems. More questions are likely to be
raised than answered.
A tax man can undergo essentially this same experience in his
on-the-job training if only he has someone with greater profes
sional maturity with whom to interact. The raw material for a
case study approach to problems arises every day in most prac
tice offices. Senior tax people need to be conscious of the fact
that the approach itself must be reviewed, not just the correct
ness of the result. (See the discussion in chapter 13 about edu
cating the new tax man.)
Basic text material for teaching tax research in a practice of
fice setting consists of the office’s own library, the tax problems
that arise in the office, and the booklets on tax research pub
lished by (and available gratis from) the major tax publishers.
Thus, the Prentice-Hall and CCH booklets explain the use of their
tax service, using an illustrative case, as well as showing the inte
gration of the tax services with basic source material. The AICPA
has both a self-study, programmed learning course in tax research
and a course on using the tax services, which essentially involves
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application of the material in the tax research booklets to specific
problems that are posed in the course. Whether in the office set
ting or through the AICPA courses, the tax man should be given
disciplined exposure to good research habits and insights into
the way in which tax materials can be approached with a specific
problem in hand.
For the tax man to learn, it is essential that he both ask
and answer questions. If he has no training in law, many of his
questions will initially relate to legal phraseology and pro
cedures. Therefore, the CPA’s office should have a good law dic
tionary available. Black’s Law Dictionary (West Publishing Co.)
or Ballentine’s Law Dictionary (Lawyers Cooperative) are both
excellent for helping the nonlawyer obtain at least a rough idea
of what such language as res judicata means when he encounters
it in a court decision.
Many other questions can be answered by referring to the tax
service or even to a more experienced tax man. Thus, when the
new tax man reads, “Decision will be entered under Rule 155” at
the end of a Tax Court case, he can either look up Rule 155 of
the Tax Court’s rules of practice or he can ask a senior tax man
to explain it. Ideally, he would do both, since even after finding
that the parties must submit computations in accordance with
the court’s opinion, he may not be aware that subsequent hear
ings may be held on those computations, or that the time for fil
ing an appeal does not start to run until after a decision has been
accepted by the Court. Probably a senior tax man is needed to
explain the scope of review of an appeals court in a tax case, so
that the difference can be understood between decisions that are
basically findings of fact with no dispute over the applicable law
and those in which facts are not at issue but the interpretation of
the law is.
Some General Thoughts on Research

Successful research can only flow from proper formulation of
hypotheses. Essentially, a hypothesis is an unproved assumption.
Therefore, research, in the last analysis, consists of testing the
validity of a hypothesis. But where do hypotheses come from? In
tax research, they are developed mainly through a process of de
ductive reasoning, coupled with the use of analogies.
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In doing tax research the CPA reads cases and the texts of
laws, regulations, and committee reports. He is not merely
searching for dictums that will dispose of his problem; he is
trying to deduce the general principles that apply to a type of
problem. If his deductions are to be valid, his research must
cover all the relevant data; if the CPA’s work is to be done eco
nomically, his research must be focused only on what is relevant.
The CPA looks at one factual situation and says, “This situ
ation is similar to that situation, therefore the result should be
similar.” He reasons by analogy, but analogies are often dan
gerous. For instance, many practitioners have found a convenient
way of thinking about a subchapter S corporation by analogizing
it with a partnership. This is useful so long as one remembers
that he is not dealing with an identical situation.
The Code spells out some of the differences in the subchapter
S situation: unlike the partnership, capital losses are not passed
through to the owners of a subchapter S corporation as they are
in a partnership. Some of the differences require analogizing a
subchapter S corporation to a corporation instead of to a partner
ship. Were a partnership to collect tax-free interest income, the
income would pass through tax free to the partners. A corporation
cannot pass through such characteristics generally, and the sub
chapter S corporation is still a corporation, even though it is per
mitted by the code to pass through ordinary income and losses
and capital gains.
If a partnership were to collect the proceeds of life insurance
carried on one of the partners, the proceeds could normally be
distributed to the partners without any tax problems. But if the
subchapter S corporation collects the proceeds of a life insurance
policy on one of its stockholders (its sole stockholder, for ex
ample), it will find that its untaxed retained earnings account has
been increased and that distribution of these proceeds may be
taxable as a dividend.
An Illustrative Research Situation

The situation that follows is intended to illustrate the differ
ence between doing research for purposes of planning (that is,
at a time when what has been proposed can still be altered),
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doing research for purposes of preparing a return (that is, when
what has been proposed is complete and satisfactory, although
how to present it is still open to question), and doing research
for purposes of contesting a proposed deficiency (when the mat
ter involved is seriously at issue).
A CPA’s client is employed by a computer manufacturer. Un
married, he travels constantly, although there is a regular pattern
to his travels. He is away from his headquarters office in Phoenix
for three to four months, and then is in the office for a month or
six weeks. Thus, in the course of a year, the client spends three
to four months in his headquarters city and eight to nine months
in various other locations. While he is an employee for payroll
tax and other purposes, he views himself as an independent
consultant, and his compensation, indirectly, depends upon his
success in helping to close sales of his employer’s products.
Research for Planning

Assume that at the start of this employment, the client ap
proaches the CPA and wants to know about the tax problems
that his employment may raise and how to minimize diem. He
feels that he should be able to deduct all of his travel and living
expenses since he is constantly away from home. This immedi
ately brings to mind the vague memory of a case involving an
itinerant musician who was held not to have a “home” for tax
purposes and who therefore was never away from “home,” al
though he was always traveling. The CPA tells the client that he
must do some research, but that the best the client probably can
do is deduct the expenses while away from his headquarters city.
The client argues that the headquarters city is no different from
anywhere else—while he has some office space at the company,
he maintains no permanent residence and simply lives in an
apartment hotel, and not always the same one, when he is in
town. The CPA tells him he will explore the matter and see what
he can recommend.
As the CPA starts to do some reading on the problem, he
discovers that the tide of a one-time bestseller, “A House is Not a
Home,” is certainly literally applicable to federal income taxes.
The CPA finds cases like that of I. Jay Green, CA-6, 298 F2d
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890 (1962), in which the taxpayer claimed that his home was
where his house was, while the government successfully con
tended that his home was Dayton where his work was and where
he actually spent 300 nights of the year. The CPA encounters
some old Tax Court Memo decisions dealing with salesmen
(Simeon J. Smith, 2 TCM 837, P-H Memo TC Para., 43,438, and
Howard Murphy, 1 TCM 757, P-H Memo TC Para. 43,120), who
had no permanent places of abode and who nevertheless were
held to be away from home while away from, respectively, the
headquarters city (where the salesman was an independent con
tractor) and the employer’s business headquarters (where the
salesman was an employee).
Also encountered, however, is a pattern running through some
of the decisions (for example, George Harvey James v. US, CA-9,
308 F2d 204 (1962) (10 AFTR 2d 5627)), that the entire ration
ale of allowing the deduction of travel and living expenses while
away from home flows from an equity concept: where a taxpayer
must maintain a home and yet travel away from this home in
order to earn a living, it is only fair that he be allowed to deduct
his travel expenses.
The tax service is of considerable help, especially in selecting
the original material to read. This includes cases, regulations,
revenue rulings, and some articles. The cases and the revenue
rulings, through use of a citator, lead the CPA in turn to more
cases, and these to still more. When the CPA finishes his work,
he drafts a memorandum for his client. In it, he discusses several
of the cases similar to those of the client, and points out the
reasons underlying the taxpayer’s success or failure as follows:
“As you can see, there is ample authority to support the idea
that you would be entitled to deduct your expenses while away
from Phoenix on business. On the other hand, the very frequency
with which this question has been raised over the years in fac
tual circumstances somewhat similar to yours indicates a need
for caution. The perfect situation for deductibility of travel ex
penses while away from home on business is one in which the
headquarters and the house of the taxpayer are in the same city.
Where there is no house, there seems to be a tendency to suspect
that there is no home. Thus, if we are to minimize the chance of
controversy with the IRS, and remember that such controversy
is expensive even though we are ultimately successful, we would
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recommend that you maintain some sort of a ‘home’ in the ordi
nary sense of that word.
“Thus, you might rent an apartment on an annual basis, with
the right to sublease during the periods you are out of town.
Depending on the months you have the apartment available for
rental, you may well find that your out-of-pocket cost is no
greater than a new location each time you are in town.”
As one can see, in planning a transaction the tax practitioner
should tend towards the conservative approach. In most prob
lems, and especially those not involving taxes of more than a few
thousand dollars, the probable outcome if a case were taken to
court usually becomes a minor factor because it is unlikely that it
will ever go that far. In planning the transaction, therefore, the
CPA should try to develop an approach that will stand up at the
revenue agent level, if at all possible. While to a certain extent
the agent thinks in technical terms, in most cases where the tech
nical side is ambiguous he is influenced quite heavily by com
mon sense standards of fairness.
Thus, a tax plan should always be realistic. Paper transactions,
no matter how technically sound they may appear, should always
be looked upon with suspicion. The plan should make sense on
a business or personal level, and not just on a tax level. Within
the sometimes strained framework of tax logic, it should seem
both fair and sensible. This is why in the foregoing example the
CPA recommends that his client establish a home of some sort so
that he can be away from “home” for tax purposes, even though
such a home might technically make no difference at all.
Research for Preparing a Return

The approach to this hypothetical situation alters somewhat if
the CPA’s first contact with the client’s problem of the deduc
tibility of travel expenses comes when the client appears for a
return preparation interview. The CPA learns that he has no
“home” in the common sense of the word, but feels that there is
support for the position that he has a “home” in the tax meaning
of that term. The return is prepared accordingly.
The client is meticulous about record keeping, and maintains
a diary in which he enters his location and expenditures, and
retains receipts for major items, such as hotel bills, transporta
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tion, and so forth, for which receipts are reasonably obtainable.
The information is summarized in detail on a schedule in Form
2106. While not required, filling in the schedule with some com
pleteness, in the CPA’s opinion, lessens the probability of the re
turn’s being audited. Also attached is a statement on the question
of “home,” pointing out that the taxpayer is employed by the
X Company, of Phoenix, Arizona, that his permanent headquar
ters is Phoenix, and that when he is away from Phoenix, he is
away from home within the meaning of that word as defined by
the IRS. The CPA quotes a tax service to the effect that “the
Revenue Service has consistently defined it [home] to mean the
principal place of business, employment, or post of duty, regard
less of where the family residence is maintained.”1
Now the CPA has done what he can without doing so much
that the very attention to the matter raises suspicion, so far as
the return is concerned. There remains the task of discussing the
matter with the client. The CPA points out to him that claiming
the travel expenses while away from Phoenix is supportable.
However, he also points out to him that there is a possibility of
disallowance of these deductions on the ground that he has no
“home” from which he can be away. At this point, the CPA
might initiate a planning discussion regarding the current year
and future years. He makes sure that the client fully understands
what the CPA is trying to tell him about the return itself and
that the client is willing to assume the risk of possible contro
versy. The CPA will probably work out for him the tax contro
versy potential (see chapter 8) so that the client can see, in dol
lars, exactly what is being discussed and so that there is a record
of the discussion.
If the client seems the type of person who forgets easily, he
should be given a written memorandum covering this “risky”
deduction. The memorandum should be stamped “Confidential”
in red letters, and the client is verbally advised that he should
never voluntarily make it available to anyone except his tax
advisers.

1 One would more often cite regulations, cases, and rulings rather than a tax
service paragraph number, but in this instance citing to a tax service would
be most appropriate.
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Research for Contesting a Deficiency

In spite of all efforts, it happens that the client’s return is
audited. As anticipated, the agent proposes to disallow the travel
expenses on the ground that the client is an itinerant, with no
home from which to be away. The CPA drafts a memo for the
agent since he hopes that he may still be persuaded. Certainly,
IRS policy is clear as to itinerants’ not receiving travel expense
deductions, but the CPA thinks that the facts remove the tax
payer from the category of “itinerant,” and hopes to persuade
the agent of this. Following is the CPA’s memo for the agent:
“For tax purposes, the word ‘home’ in the expression ‘away
from home’ in Sec. 162(a) (2) has acquired a different meaning.
It has lost its common meaning of ‘abode’ or ‘dwelling,’ and has
come to mean ‘place of business, employment, or post or station
at which he is employed’ (Josette J. F. Verrier Friedman, CA-6,
421 F2d 658 (1970)). The Commissioner has been quite success
ful in asserting this position, and the Tax Court has been con
sistent in its agreement that for purposes of travel expense de
ductions, ‘home’ is the principal place of employment (Morton
S. Cohen, TC Memo 1957-110, P-H Memo TC Para. 57,110).
“As is so often the case, though, the applicability of the gen
eral rule is complicated by specific facts. Thus, we have the
problem of the construction worker who moves from place to
place, with his entire family, since he is able to find work with
first one employer and then another. Rev. Rul. 60-189 recognizes
that this man has no ‘home’ to be away from, since he has no
place of business, employment, or post or station other than
where he happens to be at any given time. The itinerant musi
cian is similar to the itinerant construction worker. He cannot
be away from something which he does not have, and therefore
cannot obtain travel expense deductions (Wilson John Fisher,
CA-7, 230 F2d 79 (1956), (49 AFTR 203)).
“But our facts are radically different from such situations. My
client has a principal place of employment—Phoenix. Thus, his
situation is not covered by any of the above or similar rulings or
cases. In not one such case has there ever been involved a situ
ation in which the taxpayer was an employee with an established
permanent office location at which he spent a substantial portion
of each year, and which he claimed as his ‘home.’
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“To the contrary, our facts are quite similar to those involved
in two revenue rulings and a Treasury interpretation. Rev. Rul.
54-497 says: ‘Where an employee conducts his trade or business
each year at recurring, seasonal places of employment, his busi
ness or “tax home” does not shift during alternate seasons from
one business location to the other, but remains stationary at his
principal post of duty during the taxable year. . . . [And] such
an employee can deduct the cost of his meals and lodging only
while his duties at his minor place of employment require him
to remain away from his principal post of duty.’
“This point is reinforced in answer number 5, Treasury De
partment Publication No. 300 (1956): ‘From these facts it is ap
parent that you have two recurring seasonal places of employ
ment and that Cincinnati is your principal place of employment.
You may deduct all of your traveling expenses while away from
Cincinnati in pursuit of your minor employment including what
you pay for your meals and lodging.’ The same point is reiter
ated in Rev. Rul. 54-147: ‘Where a taxpayer’s business or em
ployment is located in two or more separate areas, his “home”
for tax purposes is the area in which is located his principal
place of business or employment.’
“In our discussions, we have agreed that if my client were in
dependently employed in these various locations, his expenses
while away from Phoenix would probably be deductible. But
from the cases and rulings, it would seem that his permanent
employee status should enhance, rather than detract from, his
right to a deduction.
“Referring again to Rev. Rul. 54-497, it is there pointed out:
‘If a member of a train crew receives a temporary, as distin
guished from an indefinite, assignment to a run [whether or not
“overnight”] which begins and ends at a terminal situated at a
distance from his regular post of duty, he can deduct not only
his expenses for meals and lodging while making runs from
and to that terminal but all such expenses for the entire time
during which his duties prevent him from returning to his regu
lar post of duty. Likewise, any other railroad employee whose
assignment away from his home terminal is strictly temporary
(that is, its termination can be foreseen within a fixed or reason
ably short period of time) is considered to be in travel status for
the entire period during which his duties require him to re
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main away from his regular post of duty.’
“Is not this similar, with due allowance for the differences in
the nature of employment, to the situation of my client? He, too,
is absent from his regular place of employment on temporary
assignments. It appears that my client is much more similar to a
railroad employee or to a professional baseball player (the sub
ject of Rev. Rul. 54-147) than he is to an itinerant construction
worker or musician. Like the railroad worker or the baseball
player, and unlike the construction worker or the musician, he
has one employer, and his travel is at the direction of, and on
business for, that one employer. Like the railroad worker or the
baseball player, he has a fixed headquarters to which he returns,
and which is his tax ‘home’ within the meaning of that word as
consistently interpreted by the IRS and the Tax Court.”
It should be noted that the CPA points out the major issues
that the agent might raise or has already raised. It is from analyz
ing the weak spots that strength can be determined, for these
adverse rulings and cases are the ones about which the CPA
needs to know the facts in order to show that the client’s situ
ation differs.
Also, the CPA does not emphasize court decisions nearly as
heavily as anything indicative of IRS policy. The agent is not at
all concerned with what the Court of Appeals for the Sixth Cir
cuit would say, and is especially unworried if he is not in the
Sixth Circuit. Rather, he is concerned with what will happen to
the case on review. If he has correctly applied IRS policy, then
review will be happy with his work. The CPA’s job is to con
vince him that IRS policy is on the client’s side. Until the Ap
pellate Division is reached—and usually a tax matter doesn’t go
that far—the CPA finds that emphasizing the litigating chances of
a position is mainly wasted effort. In addition, if litigation should
ultimately be decided upon, the CPA may have prematurely
tipped his hand.

How to Evaluate Cases
The Code is the basic source of the rules of tax accounting.
To the uninitiated, it comes as a shock to learn that in its tor
rents of words there are more questions raised than answers pro
vided. The Regulations are the Treasury Department’s attempt
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to provide these answers. Some Regulations do an admirable job;
some produce other results. For most tax practice purposes, the
Regulations and the Code constitute basic authority. A revenue
agent will follow the Regulations, if they appear to be clear on a
particular point, until the Treasury Department changes them.
Revenue Rulings likewise constitute basic authority within the
IRS. If a ruling is wholly congruent with a situation, it is un
likely that the CPA will find IRS personnel willing to ignore it.
Technically, rulings should carry little weight before a court;
they are merely the opinion of one of the parties to a contro
versy. Practically, it appears that they do carry weight in close
situations, or where it is argued that a policy has prevailed for
so long that the failure of Congress to object constitutes a de
facto approval of the position, or even where the judge is looking
for a citation to support his conclusions.
At the court case level, though, matters become somewhat ob
scured. In the first place, cases only reach court as the result of
conflict between the taxpayer and the IRS. Thus, if the CPA
observes a constant stream of cases on the same basic issue (for
example, capital gain or ordinary income on the sale of realty),
he should realize that there is apparently a prevailing policy
that encourages such litigation.
Congressional committee reports and court decisions are par
ticularly important when a CPA becomes involved in litigation.
In dealing with the IRS, though, the cases that furnish the most
assistance are Tax Court cases that have been formally acquiesced
in. The Congressional committee reports are of practically no
use, unless an area is involved that is not yet covered by the
Regulations. Tax Court cases that have been nonacquiesced in
are of negative use at the audit level and may indicate an IRS
desire for more litigation on a particular subject.
It is usually worth citing to the agent instances in which the
Commissioner has not spoken on a Tax Court decision. District
court decisions, until one reaches the Appellate Division level,
carry little weight; in addition, it is only when one is dealing with
a refund claim that they carry much weight even there. District
court decisions can be useful, however, if they are the only deci
sions on a particular point and no regulation or ruling covers that
precise point.

12-22

Decisions of the Court of Claims are so few and the function
of the Court of Claims is so little understood among IRS per
sonnel that many practitioners feel that citing them is somewhat
a waste of time. In some areas, however, such as capital gains on
realty, the Court of Claims may have such carefully developed
opinions that their decisions carry weight simply from the per
suasive power of their reasoning.
The decisions of the U.S. circuit courts of appeal carry sub
stantial weight among IRS personnel. At the Appellate Division
level, especially, the decisions of the court of appeals for the
taxpayer’s circuit are often key factors in evaluating the ultimate
possibility of a favorable settlement. Finally, of course, the de
cisions of the U.S. Supreme Court are the law of the land.
Unfortunately for the practitioner, decisions are not set forth
in the form most useful for planning purposes. Tax Court and
Court of Claims decisions usually give a fairly comprehensive
factual background, and a detailed opinion. District court deci
sions, on the other hand, vary considerably. If a jury verdict is
involved, the CPA may simply have available to him the charge
to the jury and a statement of the verdict. This is usually of little
value.
Since the CPA’s objective in analyzing cases is in part to find
similarities between his facts and the favorable decisions and
differences between his facts and the unfavorable decisions,
careful analysis of the facts becomes all-important. He also
should look at the question of whether the applicable law is the
same, and whether subsequent cases were critical of the par
ticular decision. This is why the type of tax research that con
fines itself to the tax service is incomplete. No tax service can
give these factual details; the CPA must also consult the rulings
and the cases.
Private Rulings and Technical Advice

Private rulings and determination letters can be viewed as a
type of insurance that the taxpayer can obtain. Technical advice,
on the other hand, is an element of strategy in the settlement of
a tax case. Preparation of material for submission for any or all
of the three frequently helps the tax practitioner sharpen his
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thinking and clarify his approach to a problem. Frequently,
therefore, the biggest advantage of this approach is to force the
CPA to look at the particular transaction or problem as the IRS
would look at it. The name of the game is to avoid controversy
when one can—and to obtain a good settlement from the contro
versy when it can not be avoided. Ignoring possible IRS reac
tions is, therefore, poor planning and unrealistic preparation.
The fact that the IRS has issued a ruling does not normally
compel the IRS to follow that ruling. The IRS is not bound by
its mistakes of law.2 Courts will normally not apply the doctrine
of estoppel to preclude the Commissioner from taking a position
inconsistent with a prior ruling.3 A ruling will be reversible, in
any event, if the facts as developed demonstrate that the ruling
is wrong.4 Taxpayers have no right to rely upon private rulings
issued to other taxpayers. But does a taxpayer have a right to a
private ruling when one has been issued to another taxpayer?5
In the IBM case cited at note 5, below, the Court of Claims
took the position that it was
enough that the direct result of the Service’s course-of-conduct,
though inadvertent and unplanned, was to favor the other com
petitor so sharply that fairness called upon the Commissioner . . .
to establish a greater measure of equality. For all tax rulings it
is important that there be like treatment to those who should be
dealt with on the same basis. . . . The numerous cases saying that
one taxpayer has no right to rely on an incorrect private ruling to
another are irrelevant; they concerned, not the discretion of the
Commissioner under Section 7805(b) where the suing taxpayer
has himself asked for a ruling, but instances in which the taxpayer
simply claimed freedom from the tax on the basis of a private
ruling to a separate person.

Thus, the IBM case can be seen to stand for the proposition
that a taxpayer may be entitled to a treatment comparable to

2 Automobile Club of Michigan, 353 US 180 (1957), aff’g CA-6, 230 F2d
585 (1956).
8 Kenyon Instrument Company, 16 TC 732; Knapp-Monarch Company v.
Commissioner, CA-8, 139 F2d 863 (1944), aff'g 1 TC 59.

4Avco Manufacturing Corporation, 25 TC 975.
5Bornstein v. Commissioner, Ct. Cls., 345 F2d 558 (1965); International
Business Machines Corporation v. U.S., Ct. Cls., 343 F2d 914 (1965).
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other taxpayers where failure to give him that treatment is in
equitable, but only if he has requested that a ruling be issued
allowing him that treatment.
As a matter of administrative policy, the IRS will not revoke
rulings retroactively (except in “rare or unusual circumstances”)
where the ruling is for a proposed transaction and the taxpayer
acted in good faith in relying on that ruling in such a manner
that a retroactive revocation would be to the taxpayer’s detri
ment. On the other hand, rulings that relate to completed trans
actions may be retroactively revoked by IRS.6 Unless a ruling
has been specifically revoked, a taxpayer will usually find an
agent not challenging the ruling but, at most, checking to see
whether the facts in the ruling request were correct and com
plete.
When to Get Advance Rulings

There are probably only two types of transactions where ad
vance rulings are mandatory under the Code, and both relate
to transactions with foreign entities. Under Sec. 367, a foreign
corporation will not be treated as a corporation in connection
with any of the exchanges described in Sec. 351 (transfers to a
controlled corporation), Sec. 332 (liquidation of a subsidiary),
Sec. 354 (exchanges of capital stock and securities in reorganiza
tions that would otherwise be tax free), Sec. 355 (divisive re
organizations), and sections related to these, unless it has been
established that such exchange does not have as one of its prin
cipal purposes the avoidance of Federal income taxes. In addi
tion, with regard to contributions to the capital of a controlled
foreign corporation which might technically not fit under Sec.
367, advance rulings must be obtained before the transaction
takes place, with one minor exception. Another section, Sec.
1492, covers capital contribution-type transactions involving
stock or securities that are not covered by Sec. 367, whether
made to a corporation, a foreign partnership, or a foreign trust.
A 27½ percent tax is imposed on the excess of the value of the
property transferred over its tax basis unless an advance ruling
has been obtained.
6 Rev. Proc. 72-3.
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Beyond these two situations in which rulings are required by
statute, there are many transactions in which rulings are prac
tically mandatory because of the economics involved. These
include—
• Divisive reorganizations under Sec. 355.
• One-month liquidations under Sec. 333.
• Partial liquidations under Sec. 346.
• Generally, any transaction in which adverse tax conse
quences would be catastrophic and there is a possible doubt as
to the application of the law to the facts involved.

Other transactions in which rulings are usually desirable cover
such things as—
• Any corporate reorganization.
• Tax-free exchanges of property involving more than two
parties.
• Generally, any proposed transaction which would probably
not be entered into if the tax consequences were adverse, even
though the adverse tax consequences would not be catastrophic,
if there is any doubt as to the tax treatment of the transaction.
Promoters, people engaged in managing various types of in
vestment syndicates, underwriters, and such, frequently find
that rulings are desirable when they are dealing with—

• The tax status of real estate investment trusts.
• The tax status of limited partnerships.
• Generally, any proposed transaction where tax conse
quences are being represented to investors or credit grantors and
the application of the tax law to the particular facts involved
may not be crystal clear if the tax consequence is so material
that the investor or credit grantor might reasonably be expected
to decline involvement if it were adverse.

Unfortunately, the IRS has areas in which it simply will not
rule. Some of these are set forth in Rev. Proc. 72-9 and include—
1. Whether an acquisition was made to evade, or avoid, in
come tax within the meaning of Sec. 269.
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2. Whether property sold by the shareholders after a liquida
ing or partial liquidating distribution, or a stock redemption,
will be held to not have been sold by the corporation under the
Court Holding Company doctrine.7
3. Determination of the amount of earnings and profits of a
corporation under Sec. 312.
4. Effects of distributions in corporate liquidation when the
business is continued in corporate form and the recipient stock
holders have an interest of more than 20 percent in value in the
continuing corporation.
5. The application of Sec. 337 to the gains of a corporation in
the same circumstances as in (4) above.
6. The amount of working capital that is attributable to a
business or part of a business that is terminated and that may be
distributed in partial liquidation under Sec. 346.
7. Whether a proposed sampling procedure will be accepted
by the IRS in connection with revolving credit sales’ being
treated as installment sales under Sec. 453.
8. Matters relating to validity of family partnerships where
capital is not a material income-producing factor.
9. Where a transfer is within Sec. 1551.
10. Whether a transaction is one in contemplation of death.
11. Whether an entity is a limited partnership where the net
worth of the corporate general partner is less than certain stand
ards or certain other conditions exist.
12. Any transactions that lack bona fide business purpose or
have as their principal purpose the reduction of federal taxes.
13. A matter involving prospective application of the estate
tax to the property or the estate of a living person.
14. A matter involving alternate plans of proposed transactions
or involving hypothetical situations.
In addition to the above-listed areas with respect to which the
IRS says that it will not rule, there are other areas in which it

indicates that it “ordinarily” will not rule:

1. Whether advances to corporations constitute loans or
equity.
7 Court Holding Company, 324 US 331 (1945).
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2. Useful lives, depreciation rates, or salvage values of assets.
3. Tax effect of a redemption of capital stock for notes under
Sec. 302, where payments on the notes are to be made over a
period in excess of 15 years from the date of issuance.
4. Whether distribution, disposition, or redemption of Sec.
306 stock is in pursuance of a plan having tax avoidance pur
poses.
5. Tax effect of liquidation of a corporation by a series of dis
tributions, when the distributions in liquidation are to be made
over a period in excess of three years from the adoption of the
plan of liquidation.
6. Whether a corporation will be considered a “collapsible
corporation.”
7. Transfers under Sec. 351 where the transferors receive
bonds, debentures, or any other evidences of the transferee’s in
debtedness.
8. Whether an individual is a dealer in real estate.
9. Determinations that are primarily those of fact, such as the
fair market value of property.
10. Tax effect of any transaction that, while not hypothetical,
is to be consummated at some indefinite future time.
When Not to Request a Ruling

There are many situations in which rulings should not be re
quested:
1. Where the taxpayer does not have the time.
2. When the taxpayer has no flexibility in what he is going to do.
3. When there is danger of the IRS’s raising new issues that are
related to the ruling area.
4. Where the ruling position of the Service is known to be un
favorable.

Obviously, if one of the reasons for not requesting a ruling is
an unfavorable ruling position on the part of the Service, and
especially in a situation in which the taxpayer has no flexibility
and has to carry out the transaction in a certain way, it becomes
crucial to determine in advance the probable IRS ruling position.
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Officially (Rev. Proc. 72-3), the IRS will not discuss substantive
tax issues with a practitioner prior to receiving a request for a
ruling. As a practical matter, a preliminary informal discussion,
either by telephone or in person, can sometimes result in deter
mining whether a ruling could be obtained or in finding out
what type of factual pattern should be created in order to make
a favorable ruling possible. Where information cannot be ob
tained from the IRS as to its probable ruling position, discussion
of the problem with other tax practitioners, especially some of
the tax people in large law and CPA firms, can often glean some
indication of what rulings have been issued in similar transac
tions.

Following are steps in processing a ruling as set forth in Rev.
Proc. 72-3:
1. If the practitioner is to handle the matter, he should sub
mit a power of attorney with the ruling letter itself.
2. Changes of accounting method should be on Form 3115
and changes of accounting period on Form 1128; other ruling
requests should be in letter form.
3. Where more than one issue is presented in the request, or a
closing agreement is requested, the request is to be submitted in
duplicate. Even where the duplicate request is not required, it
still may be desirable to submit in duplicate if maximum speed
of processing is desired.
4. A request for a ruling must contain—
a. The names, addresses, and taxpayer identifying numbers
of all interested parties.
b. The district office where each party files or will file its
return.
c. A full and precise statement of the business reasons for
the transaction.
d. A carefully detailed description of the transaction.
e. Copies of all contracts, wills, deeds, agreements, instru
ments, and other documents involved in the transaction.
f. A statement that, to the best knowledge of the taxpayer
or his representative, the identical issue is not being con
sidered by any field office of the Service in connection
with an active examination or audit of a tax return al
ready filed.
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g. If the request involves only one step of a larger transac
tion, the information to be submitted must relate to the
entire transaction.
h. If a corporate distribution, reorganization, or similar or
related transaction is involved, the corporate balance
sheet nearest the date of the transaction (or if the re
quest relates to a prospective transaction, the most re
cent balance sheet).
5. A two-part request procedure can be used, in which the
taxpayer submits a summary statement of the facts in addition
to all of the other information set forth above. If the IRS agrees
with the taxpayer’s summary statement, it will be used as the
basis for the ruling.
6. The request should specifically state the ruling that is
wanted.
7. A supporting brief should be submitted sufficient to con
vince the IRS technician that the ruling should be issued.
8. A conference should be requested, if one is desired.
Determination Letters and Opinion Letters
Determination letters mainly refer to pension, profit sharing,
and stock bonus plans. Procedures for submitting requests for
determination letters are set forth in Rev. Proc. 72-6. It pre
scribes Forms 4573, 4574, 4575, 4576, 4577, and 4578 to be used
in getting determination letters. The legal effects of determina
tion letters may be summarized as follows:

• While not required for a plan to qualify as a matter of law,
taxpayers wishing to avoid litigation attempt to obtain them.
• The IRS may be bound by its determination letters on em
ployee benefit plans as to the terms, and so forth of the plan.8
• While a determination letter may approve the plan, contri
butions for a specific year may not be deductible for a variety
of reasons, such as discrimination in operation of the plan (Sec
tion 9, Rev. Proc. 62-31).
8 Time Oil Company v. Commissioner, CA-9, 294 F2d 667 (1961); Dejay
Stores v. Ryan, CA-2, 229 F2d 867 (1956) .
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If the District Office will not issue a determination letter in con
nection with an employee benefit plan, the taxpayer can appeal
to the IRS National Office. (In a sense, this is similar to the tech
nical advice procedure discussed below.) And, for petitions filed
after September 2, 1975, an appeal can then be taken to the Tax
Court.
Other determination letters will be issued by District Direc
tors in situations where the rules are clearly established.9
1. A completed transaction must be involved.

2. The District Director must have an audit jurisdiction over
the returns involved.

3. The identical question must not be involved in a return or
returns already filed by the taxpayer.
4. With the exception of employee benefit plans, tax-exempt
organizations, and replacement of property already involuntarily
converted (Sec. 1033), the District Director will not deal with
the tax consequences of prospective or proposed transactions.
5. Matters involving returns already filed will normally be
considered only in connection with examination of the return.
If considered prior to examination, any opinion expressed will
be considered a tentative finding only.
Request for Technical Advice From the
National Office

A District Director can, at his own initiative, request tech
nical advice relative to the audit of any case.10 The taxpayer has
the right to a notice that advice has been requested, and to a
copy of the statement of facts and issues as prepared by the
agent or conferee. The taxpayer also has a right within 10 days
(which period may be extended) to disagree in writing. If he
and the agent cannot agree upon a statement, the taxpayer has
10 days in which to submit his own statement to be separately
forwarded with the request for technical advice.
The taxpayer also has the right to request technical advice.
9 Regs. Sec. 601.201(c).
10 Regs. Sec. 601.105(b) (5) (ii)(a).
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However, he can only exercise this right while the case is at the
district level.11 The taxpayer’s appeal procedure can be summa
rized as follows:
1. A request for technical advice may be either oral or written.
2. If the agent or conferee rejects the taxpayer’s request, the
taxpayer has ten days (or a longer period if an extension is
granted) to appeal to the Chief, Audit Division, of the dis
trict.
3. If the Chief, Audit Division, denies the request, the taxpayer
can then notify him within 15 days and obtain National Of
fice Audit Division review.
4. The taxpayer has no right to a National Office conference
if he asks for review after a denial by the Chief, Audit Divi
sion.
If the taxpayer initiates the request, he should prepare his
statement of facts and issues and his argument for the conclu
sion he advocates. If the agent or conferee wants changes, at
tempts should be made to reach agreement with him on facts
and issues.
A conference in the National Office may be obtained and, in
general, held within 21 days after the taxpayer is contacted; ad
ditional data, precedents, and so forth, must be furnished the Na
tional Office within 21 days of the conference. Extensions of the
21-day rule must be approved by the Technical Branch Chief.
After the technical advice has been furnished to the district, the
taxpayer can request that a copy of the advice received be sent
to him, and ordinarily his request will be complied with.
Technical advice can only be requested by the taxpayer when
the issue involved is unique or complex. If the dispute is basic
ally a factual one, technical advice will not be of any assistance.
If the facts are agreed upon, and the taxpayer is trying to argue
on the basis of litigating chances, technical advice should not be
sought; if it is sought, it will probably not be given.
Technical advice serves at least two tax audit strategies. First,
the request for technical advice stops the progress of the tax
audit and forces the agent to take a good hard look at the issue
involved. While the agent may have had a vague feeling that the
11 Rev. Proc. 73-8.
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taxpayer was not entitled to the treatment adopted, he now must
attempt to reach agreement with the taxpayer on the relevant
facts and then prepare a written argument, including citations,
based upon those facts.
For example, an agent proposed to disallow the tax-option
(subchapter S) status of a corporation that operated a trailer
park, on the ground that its major source of receipts was rent.
The practitioner, aware that favorable technical advice had been
obtained in a similar matter in another office of his firm, re
quested technical advice. After reviewing in more detail the
pertinent facts, which showed substantial services rendered to
tenants, the agent changed his mind without ever resorting to
the National Office.
The second strategic advantage of technical advice is that it
tends to overcome the natural disinclination of most revenue
agents to resolve doubtful (to them) items in favor of the tax
payer. The work of the agent is reviewed at the district level.
When the review section returns a case on the basis that the
agent may have incorrectly given the taxpayer a benefit, it could
be viewed as a mark against the agent—both in his own evalu
ation of himself and sometimes in the evaluation made of him
by his superiors. An agent who feels that the taxpayer may be
right but does not want to risk having the case returned by the
review section, may actually welcome a taxpayer’s request for
technical advice.
A recent example was an audit in which the question of the
deductibility of a substantial prepayment of interest was raised.
The prepayment was made after the cutoff date of a new IRS
position restricting prepaid interest deductions, but it was made
pursuant to a contractual obligation entered into before the cut
off date but which had been slightly modified after that date.
The agent was unsure as to deductibility and to be on the safe
side proposed to disallow the deduction. He agreed to a request
for technical advice and was happy when the National Office of
the IRS advised that the deduction was allowable.
The effect of technical advice is that the specific case involved
is usually disposed of in accordance with the technical advice
that is received. If the technical advice happens to be unfavorable
to the taxpayer, the chances of settling the case at the district
conference level are probably nil. While adverse technical advice
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certainly does not help in obtaining a settlement at the Appellate
Division level, it is not, however, fatal to settling a case at that
level, because the Appellate Division settles cases on the basis
of the government’s litigating chances. On the other hand, tech
nical advice positions are taken on the basis of policy rather than
litigating possibilities.
While taxpayers hardly think of the IRS as an insurance com
pany, the IRS actually issues insurance against at least certain
types of tax uncertainties by issuing rulings and determination
letters. The “premium” paid is the delay and expense of getting
the ruling or determination letter—but sometimes such insurance
is as sheer an economic necessity as liability insurance to a sur
geon, while more often it is at least highly economical. It is
almost always easier and cheaper to avoid a tax controversy be
fore it starts than to get it settled once begun. Even then, a
controversy can often be nipped in the bud through a request
for technical advice.

The Tax File

Every CPA has tried to remember the name of the client for
whom he wrote a memo about four years ago on the same prob
lem he is faced with at the moment. An index to tax articles such
as that in the CCH service, which is organized by Code section
number, can help jog his memory if he has a vague recollection
that he read an article dealing with a particular topic. The same
technique is useful in connection with internal tax opinions, tax
memos, and related material.
With the advent of inexpensive duplicating facilities, there is
no reason not to make one extra copy of each tax subject the
CPA tackles for each Code section involved in an opinion, tax
memo, or tax plan. Thus, if he puts a client through a one-calen
dar-month liquidation under Sec. 333, all of the notes and docu
ments that are drafted for the client to sign can be easily dupli
cated and filed under the number 333 in addition to a copy of
all of the materials that would be found in the client’s file.
The most common tax file is the one organized by Code sec
tion number. Thus, if the CPA writes a memorandum on the
formation of a new corporation by the stockholders of an existing
corporation, and points out to them some of the perils and pitfalls
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that they might encounter, he might well find his words of wis
dom classified under Secs. 1551, 269, 1562, 482, or even 61. An
extra copy of this memo would be filed, with each one of those
numbers in its upper right-hand comer, in a Code section file of
tax memos, plans, forms, and ideas. If this is done for a few
years, he will find that he has an invaluable library of tax ma
terials.
With a file of the sort described, not only the CPA, but his
partners and staff people, can make most effective utilization
of the research and ingenuity displayed on behalf of clients in
the past. Professional service reaches its maximum when tax re
search that is done for one client can be profitably sold to a
dozen other clients without the necessity of doing all of the
same work over again.
In a multi-office firm, the logistics of maintaining an effective
tax file are more complicated than in the one-office firm, but the
benefits can also be much greater. Illustration 12-4 sets forth the
operating procedures used in its national tax file by one multi
office firm.

Use off Computer Terminals in Tax Research
The AICPA and the American Bar Association have been in
strumental in creating a nonprofit organization, the National Cen
ter for Automated Information Retrieval, which will make avail
able to the tax professional a fully indexed access system to basic
tax source information. All cases, statutes, regulations, and con
tents of cumulative bulletins will be contained within the com
puter memory.
The practice office subscribing to this system utilizes a com
puter terminal with a video screen. The computer searches its
memory for any combination of words the researcher may re
quest and then informs the researcher of all places where the
combination appears. The researcher can modify the search
instructions or can ask for a printout of an aperture surrounding
the designated words. Thus, if the words involved are “transfer
of receivables,” the computer may first inform the researcher
that this combination of words appears in 295 court cases, 47
revenue rulings, and 15 times in the regulations. The researcher
may then ask to have these cited references searched to find those
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in which the phrase “cash basis” also appears. He can then ask
the computer to display a “window” of 15 to 40 words on each
side of the “transfer of receivables” reference in each of the re
sulting cases and rulings. Whatever appears on the video screen
can be converted into a printed copy before being erased from
the screen by the press of a button.
While still rather expensive and available at this writing pri
marily in New York, Ohio, and Washington, D.C., such an ap
proach to tax research will probably change many of the con
cepts that have been developed in the past and could conceivably
alter the appearance of practice office libraries at such time as
the system becomes available nationally and the cost is reduced.
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Illustration 12-1

Minimum Tax Library

Each office of a firm should maintain a minimum tax library, as
hereinafter described. This discussion of the parts of a tax library is di
vided for convenience into five parts:
1. Tax services
2. Authority (cases and rulings)
3. Encyclopedias
4. Books
5. Periodicals
1. A minimum tax library should include a subscription to one tax
service such as these:
a. Prentice-Hall, Federal Taxes (including estate and gift and excise
taxes).
b. Commerce Clearing House, Standard Federal Tax Reporter
(including estate and gift and excise taxes).
c. Research Institute of America, Tax Coordinator.

2. A minimum tax library should include at least the following tax
authorities:
a. Court Decisions
• Tax Court decisions and BTA decisions (the BTA Memo decisions
are not necessary).
• Supreme Court and Appellate Court decisions (may be either
Prentice-Hall, American Federal Tax Reports or Commerce Clear
ing House, U.S. Tax Cases).
b.

•
•

Rulings
Cumulative Bulletins of the IRS.
Instructions for filing Forms 1040, 1120, etc. (current year).

3. A minimum tax library should include a tax encyclopedia, which
may be one of these:
a. Bureau of National Affairs, Tax Management Portfolios.
b. Mertens, Law of Federal Income Taxation.
c. Rabkin and Johnson, Federal Income, Gift, and Estate Taxation.
d. Research Institute of America, Tax Coordinator.
e. NYU Tax Institute (all volumes since year 1954).
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4. A minimum tax library should include at least 20 books on taxes. The
books most suitable for any office will depend upon the clientele of that
office. (See Illustration 12-2, for a bibliography of tax volumes.)
5. A minimum tax library should include certain periodical
publications, including at least the first three periodicals listed below. In
addition, at least one of the other four periodicals should be maintained in
the tax library:
a. The Tax Adviser

b. Journal of Taxation

c. Journal of Accountancy

d. The Practical Accountant
e. Taxation for Accountants
f. The Tax Lawyer

g. Monthly Digest of Tax Articles
Periodicals should be retained in the library as long as is feasible.
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Selected Bibliography

Tax Services-Specialized
Tax Ideas (Prentice-Hall)
Federal Excise Taxes (Prentice-Hall)
Estate and Gift Taxes (Prentice-Hall)
Oil and Gas—Natural Resources Taxes (Prentice-Hall)
Pension and Profit Sharing (Prentice-Hall)
Pension Plan Guide (Commerce Clearing House)
Federal Estate and Gift Taxes (Commerce Clearing House)
Subchapter S—Planning and Operations (Panel Publishers)
J. K. Lasser’s Estate Tax Techniques (Matthew Bender)
J. K. Lasser’s Income Tax Techniques (Matthew Bender)
Tax Coordinator—Forms and Agreements (Research Institute)
Successful Estate Planning—Ideas and Methods (Prentice-Hall)
State and Local Taxes (Prentice-Hall)
Tax Treaties (Prentice-Hall)
Casey, William J., Tax Planning (Institute for Business Planning)
Merten’s Estate and Gift Tax Service (Callaghan and Co.)
Annotated Tax Forms—Practice and Procedure (Prentice-Hall)
Federal Tax Articles (Commerce Clearing House)
Tax Management Portfolios (Bureau of National Affairs)
a. U. S. Income
b. Estates, Gifts, and Trusts
c. Foreign Income
Capital Adjustments (Prentice-Hall)
Tax Techniques for Foundations and Other Tax-Exempt Organizations
(Matthew Bender)
Real Estate Tax Guide (Prentice-Hall)
Tax-Exempt Organizations (Prentice-Hall)
Economic Controls (Commerce Clearing House)

Books: Income Taxes by Special Topics
Bad Debts

Smith, Henry Cassorte, and Tovey, Joseph. Federal Tax Treatment of
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Bad Debts and Worthless Securities. New York: The Ronald Press Co.,
1964.
Banks

Lane, Jerome J., and Mutzel, Kenneth J. Federal Income Taxation of
Savings and Loan Association and Thrift Institutions. Rev. ed. Boston:
Warren, Gorham and Lamont, 1969.
Capital vs. Expense

Gordon, George Byron, and Wriggins, James C. Repairs vs. Capital Ex
penditures. Tax Practitioners’ Library, edited by Robert S. Holzman.
New York: The Ronald Press Co., 1958.
Charitable Contributions

Goldberg, Steven S. Taxation of Charitable Giving. New York: Practising
Law Institute, 1973.
Consolidations

Alpert, Herbert H. Consolidated Tax Returns: 1973. New York: Practis
ing Law Institute, 1973.
Crestol, Jack; Hennessey, Kevin M.; and Rua, Anthony P. Consolidated
Tax Returns: Principles, Practice, Planning. 2nd ed. Boston: Warren,
Gorham and Lamont, 1973.
Peel, Fred W. Consolidated Tax Returns; A Treatise on the Law of Con
solidated Federal Income Tax Returns. Chicago: Callaghan and Co.,
1959.
--------. “Losses on Consolidated Returns: A Checklist of Special Rules.”
In Proceedings of the Twenty-Second Annual Institute on Federal Tax
ation: Important Present-Day Problems Discussed by a Distinguished
Group of Accountants and Lawyers Who Are Recognized Authorities
on Federal Taxation, edited by Henry Sellin, pp. 271-87. Albany,
N.Y.: Matthew Bender and Co., 1964.
Corporate Acquisitions and Mergers

Bailer, Charles H., and Herz, John W. Business Acquisitions: Planning
and Practice. 2 vols. New York: Practising Law Institute, 1971.
Ellentuck, Albert B. Practical Merger Techniques for Buying and Selling
a Business: Successful Tax and Financial Strategies. Chicago: Com
merce Clearing House, 1974.
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tion, 1963.
Hagendorf, Stanley. Tax Guide for Buying and Selling a Business. 2nd
ed. Englewood Cliffs, N.J.: Prentice-Hall, 1971.
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Problems: A Running Tax Battle. New York: Journal of Taxation, 1969.
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York: Presidents Publishing House, 1968.
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ed. Greenvale, N.Y.: Panel Publishers, 1971.
Corporations
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porations and Shareholders. 3rd ed. Boston: Warren, Gorham and
Lamont, 1971.
Cavitch, Zolman. Business Organizations With Tax Planning. 12 vols.
New York: Matthew Bender and Co., 1963.
Commerce Clearing House. Collapsible Facts of Corporate Life.
Standard Federal Tax Reports, vol. 57, no. 45. Chicago: Commerce
Clearing House, 1970.
--------- . Tax on Accumulated Earnings. Chicago: Commerce Clearing
House, 1968.
Garian, Harry Z. Tax Guide for Incorporating a Closely Held Business.
Studies in Federal Taxation No. 1. New York: American Institute of
Certified Public Accountants, 1969.
Jones, H. Bradley. Professional Corporations Library. New York: Practis
ing Law Institute, 1973.
Knapp, Russell S., and Semmel, Myron. Forms of Business Organization
and the Federal Tax Laws. Rev. ed. New York: Practising Law Insti
tute, 1966.
McDonald, Robert J. Tax Problems of Corporations and Corporate Dis
tributions. New York: Practising Law Institute, 1962.
Baker, Edwin H. Supplement to Tax Problems of Corporations and Cor
porate Distributions (by Robert J. McDonald). New York: Practising
Law Institute, 1967.
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Schreiber, Irving, ed. How to Plan for Tax Savings With Multiple Corpo
rations. Greenvale, N.Y.: Panel Publishers, 1969.
--------, ed. How to Take Money Out of a Closely Held Corporation. Rev.
ed. Greenvale, N.Y.: Panel Publishers, 1971.
Deferred Compensation

Cerny, John F., and Wood, Ernest O. Tax Aspects of Deferred Compen
sation. 2nd ed. Englewood Cliffs, N.J.: Prentice-Hall, 1969.
Collins, Adrian Anthony. Federal Income Taxation of Employee Benefits.
New York: Clark Boardman Co., 1971.
Reichler, Richard. Third Annual Employee Benefits Institute. New York:
Practising Law Institute, 1972.
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The American Law Institute, 1961.
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Sellin, Henry. Taxation of Deferred Employee and Executive Compensa
tion. Englewood Cliffs, N.J.: Prentice-Hall, 1960.
Depreciation

Coughlan, Joseph D., and Strand, William K. Depreciation: Accounting,
Taxes, and Business Decisions. New York: The Ronald Press Co., 1969.
Grant, Eugene L., and Norton, PaulT., Jr. Depreciation. Rev. ed. New

York: The Ronald Press Co., 1955.
Lyon, James T. Depreciation and Taxes: Before and After Revenue Proce
dure 62-21. Washington, D.C.: Tax Management, 1962.
Elections

Forster, Joel M., ed. Guide to Federal Tax Elections. Studies in Federal
Taxation No. 3. 2nd ed., rev. New York: American Institute of Cer
tified Public Accountants, 1973.
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Exempt Organizations

Internal Revenue Service. Tax Exempt Organizations: A Practical Guide.
2 vols. Standard Federal Tax Reports, vol. 56, nos. 20, 24. Chicago:
Commerce Clearing House, 1969.
Sellin, Henry, ed. Conference on Charitable Foundations, 10th Biennial,
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Foreign
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Fraud
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West Publishing Co., 50 W. Kellogg Boulevard, St. Paul, MN 55102.
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Illustration 12-3 Tax Services
Assignment Sheet

Client------------------------------------------------------ Client No._____
Submitted By------------------------------------Charge Client No.______
Date__________________ Partner________________________________
Response Required By

Office

Service Required:
□ Specific research problem

□ Special review of tax return

□ Tax planning and consultation
re: future transactions

□ Review of tax provision

□ Advice re: completed transactions

□ Tax audit

□ Advice re: return preparation

□ Other

If applicable, indicate maximum authorized time for project____ Hours
Brief description of problem___ _________________________________

Copies of memos or letters to:
Firm________ Client------------------------------------------------

Request approved by (Partner or Manager)_________________________
For Tax Department Use Only

Received_______________________ Log No.-----------------------------Assigned To 1._______________________ 2________________________
Date Assignment Completed_______ Approved By__________________

Total Time Charged____________________________
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Illustration 12-4 Procedures Used in
Operating a National Tax File

Subject: Policy and Procedures Regarding Establishment and Mainte
nance of National Tax File
Date: November 1, 1972

Description

National. The National Tax File (NTF) at the national level will consist
of a master file located in Phoenix. A summary of each item added will be
prepared on Form NT-1 (attached) and filed according to its primary
Internal Revenue Code section number. (See “Coding” below.) Addi
tional copies of each summary will be reproduced for filing under second
ary (cross-reference) Code numbers. All source documents, if any, such as
copies of private rulings, agreements, memoranda, letters, booklets, etc.,
will be attached to the master file summary. Client names will be deleted
prior to addition to the file unless public matters are involved (that is, an
excerpt from a prospectus). Any other confidential material will also be
deleted. In those rare situations where the sensitivity of the item so
requires, the item will be labeled “not to be reproduced or quoted” and
will be a part of only the national file—with the summary sheet indicating
the nature of the item and the restrictions on its use.
Regional. Each regional tax office plus the Washington office will have a
file identical to the master file except that bulky attachments, such as
lengthy agreements, booklets, and so forth, will be omitted. Copies or
excerpts from these, or a loan of the original, can be obtained from the
national tax department on an “as needed” basis.
Practice Office. Each domestic practice office will receive copies of all
summaries (without attachments) for filing, under both primary and sec
ondary Code section numbers, in loose-leaf binders (to be supplied by the
executive office) entitled “NTF Summaries.” The binders should be
placed in the library for use by firm personnel and for display to clients
and other visitors.
Frequency of Additions

Regular additions will normally be made monthly on blue summary
forms.

Circulation of Summaries
Copies of all summaries, without attachments, will be distributed to all
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partners, managers, and tax personnel. Summaries will normally be dis
tributed monthly.

Indexing and Physical Arrangement
A folder will be set up in the national and regional files for each Code
section number used (either as a primary or secondary reference). A
cumulative index sheet will be prepared for each such section number.
These indexes will be transmitted to the regional tax offices together with
their respective summaries. These indexes will be appropriately filed in
each folder as new summaries are added, discarding any previous index.
Indexes will be transmitted to each practice office for filing in their
NTF Summaries binders. Practice office indexes will also contain a tab for
the section number involved.
Coding
Each subject added to the NTF will be primarily classified according to
the Code section number with which it is most closely associated. Other
Code section numbers will be used as secondary classifications for crossreference purposes.
Internal Revenue Code subsection numbers, and so forth, will be used
where desirable, for example:

368 A through F
382 a and b
501 c 3
In addition, Secs. 162, 212, and 1502 will be subcategorized (through
decimals) in accordance with their underlying regulations, as for example:

162.5 (education expenses)
212.g (investment expenses)
1502.19 (excess loss (consolidated returns))
Other statutory and regulatory breakdowns will be used as need arises.
Whenever such subcategories are used, the basic Code section number
will always be shown as the first cross-reference number. For example:

Primary number:

368 B

Secondary numbers:

368
355

Primary number:

162.5

Secondary numbers:

162
262
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Content, Sources, and Input
The purpose of the NTF is to supplement, rather than imitate or dupli
cate, the public tax services (CCH, P-H, RIA, BNA, etc.). Therefore, the
inclusion of only unique, novel, or private materials will be attempted.
Appendix A, attached, contains a list of possible sources for such materi
als. Many of these source documents are contained in copies of tax corres
pondence generated by practice offices. The Appendix A listing is not
all-inclusive, and the use of other sources, of course, is not precluded.
Input for the file will be gathered by national tax personnel. However,
the submission of material by regional and practice office personnel is
most desirable and strongly encouraged. Material should be sent to the
National Tax Department, Phoenix.

Integration With Tax Specialist System
Copies of the supporting material (except for bulky items) for each NTF
summary item will be sent to the appropriate tax specialists at the time
the summaries are released. Purpose for this is twofold. First, the
specialist should maintain his own files on developments in his area of
specialty, and NTF items should be a part of those files and of his exper
tise. Additionally, the specialist should contact the national tax depart
ment if he has any comment, clarification, correction, or supplemental
data relating to the item so that the NTF can be as comprehensive and
accurate as possible.
Accessibility and Confidentiality

Nonconfidential Material. Nonconfidential material, such as an excerpt
from a prospectus and its accompanying summary sheet, can be given to
clients and other interested parties—if ethically permissible. Copies of
attachments contained in regional files should be obtained from the re
gional tax office.

Confidential Material. Certain materials, such as private rulings, are
confidential in nature and their accompanying summaries will be appro
priately marked. See “Restricted Circulation” boxes on attached Form
NT-1. Restricted material cannot be circulated to non-firm personnel
without prior approval of any one of the following:
1. Originating accountant.
2. Director of Tax Services (if any) in originating office.
3. Partner-in-charge of originating office.
4. Regional Tax Director.
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National Director of Tax Research or National Director of Technical
Tax Services.
6. National Tax Partner.
Such approval should be sought in the order indicated.

5.

Designations. Additions to a specific Code section number will be
labeled in numerical sequence, as, for example:

79-1, 79-2
162.5-1, 162.5-2

368B-1, 368B-2
These designations, such as NTF 79-1, NTF 162.5-2, should be used to
identify NTF items for retrieval purposes or to discuss prior items in
subsequent summaries.

Indexes. Indexes are permanent records and should never be removed
from regional office files or practice office binders (except for updating).
Timetable. The NTF will start at the national tax department level this
month. Distribution of replicas of the NTF to the regional tax depart
ments will commence approximately January 1. Distribution of the NTF
Summaries to the partners, managers, other tax personnel, and practice
office libraries will follow shortly. Thereafter, distributions will generally
be on a monthly, or more frequent, schedule. (Note that inauguration of
NTF Summaries will replace Tax Briefs, and that the latter is now discon
tinued.)

Appendix A: Partial List of Suggested Sources for
the National Tax File
1.

2.
3.
4.
5.
6.

Tax research memoranda and tax opinion letters involving the ex
penditure of substantial (more than a few hours) time.
Copies of all available private rulings from the IRS.
Ruling requests which present novel issues whether or not re
quested by the firm.
Interesting tax situations noted either in a prospectus or in finan
cial statements.
Tax memoranda sent to clients.
Internal tax letters.
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7.
8.
9.
10.
11.
12.
13.
14.

15.
16.
17.
18.
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Settlements with revenue agents involving novel issues.
Protests prepared for district conferences with the IRS.
Protests filed with the Appellate Division of the IRS.
Significant papers prepared for presentation by personnel.
Articles from publications which are not readily available.
Tax planning and tax saving ideas.
Comments on technical points discussed at local meetings of pro
fessional tax organizations or tax institutes.
Informal opinions of the IRS National Office, indicating the source
of the opinion.
Communications with, and answers from, our Washington office.
Washington Tax Wire items of more than temporary interest.
Significant developments in state or local taxes.
Minutes of meetings with IRS officials.
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Subject:

NATIONAL TAX FILE SUMMARY
(NT-1)
Code Index

Section Item

Primary

Secondary
Restricted Circulation:*
□ Summary □ Attachments

Caption:

Digest:

*Indicates confidential material for use only within the firm unless prior approval is obtained as specified
in Section 2-388 of Tax Practice Manual.

Source_________________________

Location________________________
Released_______________________
(month)
(year)

Attachments (Primary Index Only):
□ None
□ Master File only
□ Master & Regional Files

_______
No. of pages

___

__
date

CONSULT TAX PERSONNEL BEFORE
USING THIS MATERIAL.
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Professional
Tax Education
The Roads to Becoming a Tax Specialist

Tax people in CPA firms seem to come from only a few basic
sources:
1. CPAs who start out as audit staff, develop an interest in
taxes, and ultimately become tax specialists.
2. CPAs who work for the IRS, at various levels, and then go
directly to work for a CPA firm in the tax area.
3. Law-trained people who work for the IRS (frequently as
estate or gift tax examiners, or in the IRS National Office or in
Regional Counsels office) and who subsequently work for a
CPA firm as tax people. They are usually encouraged to obtain
CPA certificates, and then obtain a modicum of audit staff ex
perience sufficient to meet CPA licensing requirements.
4. Law-trained people who begin working for CPA firms,
either directly in the tax department or temporarily as members
of an audit staff, intent on shortly moving into the tax depart
ment.
The typical undergraduate business curriculum provides a mini
mum of formal tax training (with most schools requiring only
one course in taxes, a minority requiring two, and hardly any
even offering three). Graduate business programs in taxation are
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growing (DePaul, the University of Southern California, the Uni
versity of Texas at Houston, New York University, City Col
lege of New York, and others) but are generally limited to the
colleges and universities in larger cities. Law schools, at the J.D.
(the old LL.B.) level, offer a few tax courses, but these are of
limited value to a tax man in a CPA firm’s tax department. Grad
uate programs in taxes (such as the New York University LL.M.
program) are excellent—but again, how many programs of this
sort exist and to whom are they available? On-the-job training
and education obtained after entering the profession thus must
provide most of the tax training for the bulk of the tax people
within CPA firms.

Need for Legal Knowledge
The nonlawyer CPA who aims at being a tax specialist usually
finds that he needs to expand his knowledge of law, but he does
not need this knowledge because he plans to practice law. The
CPA does not need the same type or the same quantity of legal
training as the practicing lawyer; rather he needs legal knowl
edge for three basic reasons:

1. The CPA needs to know a great deal of tax law so that he
can recognize problems, pitfalls, and opportunities. The CPA has
contact with his client at least annually, and usually more often.
His contact is such that he routinely scrutinizes the client’s sig
nificant transactions. The possibilities of tax savings, or the dan
ger of tax pitfalls, will occur to the alert CPA because of his
intimate knowledge of the client’s affairs, combined with his
grasp of both the accounting and the legal aspects of taxation.
2. The CPA needs to know a great deal about the legal side of
taxation so that he can work effectively with the client’s attorney.
Throughout the United States there are probably not more than
a few thousand attorneys in private practice who can be de
scribed as tax specialists—and many of these are more specialists
in tax controversy than they are in tax planning. Most of the at
torneys a CPA works with have only a superficial gloss of tax
sophistication. Yet such an attorney may be able to use the CPA’s
tax skills quite competently. For maximum benefit to the client,
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he and the CPA should speak a common language. That language
must logically be the language of the law, at least in part.
3. The CPA needs to know a great deal of tax law so that he
can understand tax accounting. He cannot read cases unless he
has at least some minimal understanding of legal terminology,
nor can he evaluate them unless he has some understanding of the
administrative and judicial processes of taxation. How can he
routinely make sure that the client is laying a proper evidential
foundation in the event that tax litigation ever develops? How
can he project the odds in a particular tax plan unless he has some
idea of the costs, inconvenience, and uncertainty of litigation?
The CPA cannot know when a legal problem requiring the serv
ices of an attorney is involved unless he knows some law. One
full part of the CPA exam is devoted to business law because of
the auditor’s need for a modicum of legal expertise.

Where Can the CPA Get Legal Knowledge?
Some of the business law a CPA received in college should be
helpful to him, and the knowledge he did not receive should be
obtained now. Whether in residence courses, through correspond
ence courses (see comments later in this chapter), or through
self-study, the CPA should obtain a grasp of the intricacies of real
estate law, laws relating to fiduciaries, and of basic constitutional
law and review the work that he did as an undergraduate in part
nerships and corporations.
In addition, he may want to prepare himself to the point at
which he could pass the examination for admission to practice
before the U.S. Tax Court, even though he may never actually
take the exam.
The Tax Court Examination

When the Board of Tax Appeals was changed to the U.S. Tax
Court in 1942, future admission to practice before the Court

without examination was limited to attorneys. Prior to 1942,
both attorneys and CPAs had been admitted to practice before
the Board of Tax Appeals without examination by virtue of their
professional status.

13-3

Section 7452 of the Code provides: “No qualified person shall
be denied admission to practice before the Tax Court because of
his failure to be a member of any profession or calling.” Pursuant
to the Congressional direction, the Tax Court annually holds an
examination designed to test whether an applicant is a “qualified
person.” The fact that a person is allowed to practice before the
IRS does not qualify him for admission to practice before the
Tax Court.

Preparation for the Tax Court Exam
The Tax Court examination lasts only one afternoon. In this
short space of time, the candidate is tested on his knowledge of—

1. The rules of practice of the Tax Court.
2. Procedure before the Court, including preparation of plead
ings, motions, briefs, and so forth.
3. Rules of evidence applicable in the Court.
4. Principles of legal ethics.
5. Structure and history of the Internal Revenue Code.
6. Interpretations placed upon the Code by the Courts in leading
cases.
7. The constitutional and general substantive law involved in
cases coming before the Court.

While any one examination may cover some of these areas only
lightly, adequate preparation for the examination requires work
in all of them.

Formal Courses in Taxation
The practitioner who lives in a large city can take night school
courses in taxes. Depending on the offerings available, he may
find himself taking elementary level courses as refreshers or
advanced courses in such topics as corporate reorganizations and
estate planning.
Correspondence courses, at a rather elementary level, are avail
able from a wide variety of institutions, including a substantial
number of fully accredited universities. University correspond-
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ence courses may be taken for full college credit, but all such
credits are subject to limitation on the maximum number that
can be accepted towards a degree. They are not accepted toward
graduate degrees. Some of the schools that have offered corres
pondence tax courses in the past are these:

Brigham Young University
Ohio University
Southern Methodist University
Texas Technological College
University of Alabama
University of Georgia

University of Indiana
University of Maine
University of Minnesota
University of Tennessee
University of Utah
University of Wyoming

Not only tax courses are offered, of course. Excellent prepara
tion for a tax career can be obtained through related courses in
accounting and business law. One university, for instance, offers
the following such courses by correspondence: Elementary Ac
counting, Intermediate Accounting, Cost Accounting, Federal
Taxes (both introductory and advanced courses), Auditing Prin
ciples and Practice, Business Law, Law of Real Estate, and Gov
ernment and Business. A “Guide” to such course offerings can be
obtained for $.75 from National University Extension Association,
One Dupont Circle, Suite 360, Washington, D.C. 20036.
Similar training is offered by schools that are purely corres
pondence institutions, such as International Correspondence
Schools, International Accountants Society, and LaSalle Extension
University, as well as by noncollegiate business schools offering
resident (and, in some cases, both resident and correspondence)
study, such as Hill’s Business University and the Walton School
of Accounting.
Correspondence study is a difficult way to learn anything be
cause it demands extraordinary self-discipline. But, at least in the
tax area, it may be dishonest to make learning appear too easy.
One thing that a professional education in taxes should instill is an
acceptance of the fact that dealing with tax problems is difficult
intellectual work. Like the 98-pound weakling who wants to have
bulging muscles, the tax man must face the fact that he, and only
he, must do the “push-ups” that will give him strength. In time,
he will find it a pleasure to use those muscles, but he will also
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find that he must keep exercising them or else they will become
flabby.
The AICPA Educational Program

The American Institute of Certified Public Accountants has in
recent years developed some excellent training materials. Amaz
ingly, only a small percentage of the CPAs have taken very many
of these courses, athough it appears that the program will acquire
more participation as a result of the spread of state requirements
for minimum amounts of continuing professional education. No
comparable professional training is available to members of any
of the other professional societies in the tax field. A catalog of
current offerings is sent to all members of the AICPA and non
members can obtain copies by writing to the Institute’s offices in
New York. The range is sufficiently broad that the smaller firm
can find in the AICPA program everything it needs to train both
its audit and its tax people in taxes. AICPA courses are now avail
able for bulk purchase by firms.
In addition to the AICPA’s formal courses, various state and
local accounting groups frequently sponsor tax meetings and
participate in sponsoring tax institutes.

The Bar Associations
Tax meetings are held by most of the state bar associations,
either individually, as part of other meetings, or with other state
bar associations on a regional basis. Typical of such a meeting’s
agenda is one two-day bar association tax institute, attendance at
which was open to anyone willing to pay the $25 fee. The topics
discussed included—
• Recent developments

• 1971 Revenue Act and New ADR Depreciation
• Specialized seminars—
Fair market value concept in income, estate and gift taxes
Tax utilization of net operating losses
U.S. taxation of foreign income
Insurance planning
Ask the experts—where the registrants quiz a panel
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The Tax Institutes
Whether sponsored by a bar association, an accounting society,
or a university, the tax institutes all have a common pattern: they
provide a program where experts explain current developments,
and explore what seem to be meaningful areas. Practitioners are
afforded the opportunity to become acquainted, trade ideas and
experiences, and oftentimes develop working arrangements for
helping each other. Many of the same people return to the same
institutes year after year, developing a camaraderie that makes
the institute a meaningful experience in their professional lives.
Some of the institutes, like that of the University of Miami, allow
for a pleasant combination of vacation and education. Many of
these institutes, like that at New York University, publish pro
ceedings that are monumental contributions to tax literature. The
NYU institute continues for ten days, others, for only one day.
There are well over a hundred such institutes.
No tax practitioner is located in a part of the country where
he cannot conveniently and regularly attend at least one major
institute annually. He may find a great deal of the discussion
over his head, but with some study on his own in preparation for
the sessions (there is almost always a detailed agenda distributed
in advance) and discussion of what was said with other regis
trants, he will find that he can learn a great deal and at the same
time make professional friendships that may prove invaluable.
Not the least of the benefits he will reap is that he will come
away from these annual get-togethers with an increased con
sciousness that he is a member of a profession.
Announcements of upcoming tax institutes are published regu
larly in the Prentice-Hall federal tax service report bulletins, in
the Journal of Taxation, and in Taxes: The Tax Magazine.

Maximizing Tax Institute and
Course-Work Benefits
It is not enough for a CPA to attend a course or a tax institute.
Maximum benefit requires that he remember the adage, “Prepare
to hear; hear; recount what you heard.” The third portion is of
particular importance for it allows multiplication of the benefits
of any program exposure so that they are available to more than
just the one person involved. In one firm, the policy is that any
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tax person who attends a tax program must write a report
covering that program, which can then be made available to
other tax people in the firm.
Many persons attending tax institutes attempt to tape-record
the proceedings, and then use the tapes, plus speaker outlines
and their own notes, to present the same material to people in their
own offices. The real benefit of the institute presentation is actu
ally realized since the participant becomes the instructor and at
tempts to interpret and apply the lecture to the situations that
might affect the clients of his own firm. It should be noted that
taping is discouraged or prohibited at many tax meetings be
cause many fear that it will inhibit free discussion.
The IRS Special Enrollment Examination

The IRS Special Enrollment Examination tests the technical
competence and ethical understanding of persons who are not
attorneys or certified public accountants and who are seeking the
privilege of enrollment as agents to practice before the IRS.
Former IRS employees may be exempt from such examination in
cases where their service and technical experience qualifies them.
The extreme difficulty of the Special Enrollment Examination for
years prior to 1959 discouraged many competent persons from
taking it. CPA exam questions were used. A new type of examin
ation was devised, beginning in 1959. Now, more than 60 percent
of those taking the exam receive passing grades.
The examination is offered annually in September. Both CCH
and Prentice-Hall make available booklets containing the exam
questions and unofficial answers. The exam should be of interest
to those of the CPA-firm tax staff who, for reasons of education
or whatever, are unlikely ever to become CPAs. By passing the
IRS examination, they can achieve a professional status in terms
of the firm’s tax practice which is comparable to that of a CPA.
The exam material as provided by CCH and Prentice-Hall can
also be put to good use as staff training material.

Tax Education for the Audit Staff

The bulk of the tax compliance work, and much of the initia
tion of tax planning work, is performed by the audit staff in most
CPA firms. If they do not have a reasonably high level of tax
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sensitivity, then the tax service received by clients is likely to be
inferior regardless of the caliber of the tax people themselves.
Therefore, much of the thrust of tax education should be directed
toward the audit staff. Interestingly, if the tax education is in
house, and the tax people are the instructional staff, the same
process that helps to educate the audit staff will benefit the tax
people involved. They will learn by preparing to teach as well as
by teaching and will also develop their ability to speak before
groups or to handle discussion groups and to field perceptive
questions from informed listeners. The relationship that tends to
develop between the tax man and the audit people as the result of
frequent exposure of each to the other in a teaching situation usu
ally facilitates their cooperation in daily work in the office as
well.
One type of approach to the ongoing in-house professional
education of the audit staff is the integration of a publication re
porting current tax developments with a monthly discussion
group on tax matters. Taxes on Parade, published by CCH, the
Prentice-Hall Federal Taxes Report Bulletin, and the RIA BiWeekly Alert are probably the three most widely used publi
cations for this purpose. At annual subscription costs per person
of from $7.50 to $12.00, each tax and audit person can receive his
personal copy of the publication selected. An example of integra
tion of a monthly tax workshop with such a publication plus the
firm’s own tax letter is set forth in Illustration 13-1. In the example
given, each of the workshop participants is expected to come to
the workshop with answers to the seven multiple-choice ques
tions. Since the workshop groups are typically ten or fewer per
sons, a three-hour workshop session allows for a great deal of
interaction. Illustration 13-2 sets forth a guide for the discussion
leader, providing him with background so that he can guide the
discussion beyond the level of the questions themselves—to the
extent that time and the interests of the workshop participants
will permit. No workshop group is expected to delve as deeply
into each question as will the discussion leader—but that material,
in effect, provides special training for the discussion leader who
must review it all and master it if he is to be sensitive and respon
sive to the interests of his discussion group.
Audit staff members with limited tax backgrounds frequently
feel out of their depth in such workshop discussions. It seems
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desirable that only persons with some minimum amount of tax
experience and training be allowed to participate. One way of
providing a modicum of mechanical exposure to tax problems of
a sort not generally covered in introductory tax courses at the
university level is to provide in-firm tax training for new audit
staff. One firm provides the following program during the first
year:
1. Individual income tax return workshop, in which computer
input forms are prepared, processed, and the output compared
with a model solution and discussed in small groups.
2. Workshop on simple partnership and subchapter S returns,
in which sample returns are prepared and then discussed.
3. Workshop on corporate tax problems, revolving around
preparation of a fairly complex corporate return and the resolution
of problems incidental to that preparation.
4. Workshop on basic tax research, which involves specific
sample problem situations, first researching them in the paper
back tax handbook put out by the tax service in use in the office,
and then proceeding from the handbook to the larger tax service
by way of the paragraph cross-reference in the handbook, and
thence to the current developments section of the larger tax
service.
5. Accounting versus tax concepts of income is partly covered
in the workshop on corporate tax problems, but is then specific
ally dealt with in a workshop devoted to the types of items that
can affect Schedule M of the Form 1120.

The workshops involved cover about 10 hours of presentation
time, with about 20 hours of preparation time being expected of
each participant.
In Illustration 13-3 is set forth a complete program of localoffice-level tax workshop training developed by one firm,
including administrative instructions for determining which
workshops to schedule, a catalog of course offerings, instructions
for the discussion leader, and materials for the first of the work
shops listed (individual income tax returns) and for the work
shop on ADR.
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Tax Season Preparation for Audit Staff

New men need basic training in tax practices and procedures,
while experienced personnel essentially need a review. The prob
lem is complicated by the fact that some of the staff will probably
never work on anything but individual tax returns, while others
should have a sufficient degree of proficiency to at least spot
problems in almost any tax area.
For overall general review purposes, many offices have found
that Langenderfer & Bower’s Income Tax Procedure, published
annually by South-Western Publishing Company, works quite
well. It features a workbook approach, with the staff member
answering questions and filling in forms which he detaches from
the workbook and submits to the person in charge of reviewing
and correcting them. The work consists of nine units including
payroll tax procedures; Form 1040A; estimated tax of individuals;
Form 1040; partnership returns; corporation returns; and basic
tax planning approaches, including capital gains and losses, net
operating loss deductions, and so forth. The entire unit should
take approximately 40 hours of work for an experienced staff per
son, while neophytes might take as long as 60 or 70 hours. An
achievement test that can be given upon completion of the
workbook material is available from the publishers. A major de
fect is that the workbook is revised in January of each year so
that those participating work on the prior year’s tax forms and
tax concepts when the training program begins in the fall. This is
to some degree a defect in almost any approach that might be
adopted short of starting the tax training program after the cur
rent year’s forms become available in late November or early
December.
Another approach is to use the CCH or Prentice-Hall federal
tax courses, both of which are revised annually for availability
in the fall. Appropriate chapters and problem materials are as
signed to fit the needs of the individual employees, whose work
is reviewed and graded as it is turned in. Employees can be set
to work as teams, with the employees grading one another’s work.
The grading of the written work and review sessions with the
employees to clarify areas in which they seem to be weak, how
ever, is crucial to the success of any training program and should
not be neglected or relegated to a clerical function.
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For the firm that does not itself wish to undertake any formal
training and examination program, one approach might be a
pre-tax-season lecture or series of lectures by a staff member who
is well versed in taxes. This individual should concentrate on
changes that have taken place since the prior tax season. The
lecture can be held in a pleasant atmosphere, possibly as a
luncheon in a small restaurant, and may serve as a morale
booster and a kind of team pep talk. At the end of the meeting,
each staff member can be given a copy of one of the current
annual tax guides, which he will be expected to use to review
his weak areas.
Another widely used approach is to enroll personnel in the
AICPA Corporate Tax Workshops and Individual Tax Work
shops. These two-day workshops provide excellent year-end re
view programs for staff people, and are usually presented at
enough different locations and times to be convenient to almost
anyone anywhere in the country. The AICPA also offers cassette
and workbook combinations, useful for individual or small-group
training, covering the Forms 1040, 1120, and 1120S, while CCH
Audilex offers a similar program on the Form 1065.
Tax training for the audit staff also includes the provision of
technical material that focuses directly on the work they do and
relates to the procedures of the firm. Material of this sort relating
to tax return preparation and processing is set forth in the illus
trations in chapters 4 through 6, and that relating to tax planning
in the illustrations in chapters 1 and 2. Illustration 13-4 sets forth
an example of an internal memo dealing with tax return prepara
tion philosophy, and the implementation of that philosophy. Hav
ing partners and staff understand the reasons why the firm does
individual tax returns and the standards it requires can lead to
more cooperation in achieving goals. All of the internal tools
(such as questionnaires, checklists, review procedures, forms, and
memos) are as intrinsic a part of the tax education process as is
the formal training program itself, and ideally each should re
inforce the other.

Educating the Tax Man

The tax man coming into a specific firm seldom fits a pattern,
except in the very largest firms. An analysis of the tax men added
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to its staff during a one-year period by one multi-office firm
showed the following breakdown:
Attorney-CPA:
With at least 5 years of tax experience
With 2-5 years of tax experience
Less than 2 years of tax experience
Attorney but not CPA:
At least 5 years of tax experience
With 2-5 years of tax experience
Less than 2 years of tax experience
CPA but not attorney:
At least 5 years of tax experience
With 2-5 years of tax experience
Less than 2 years of tax experience
Neither CPA nor attorney:
At least 5 years of tax experience
With 2-5 years of tax experience
Less than 2 years of tax experience

1
1
0

1
1
2

1
2
2

2

1
4

The foregoing breakdown shows a lack of pattern, with per
sons who are neither CPAs nor attorneys and who have less than
two years of tax experience being the largest single category—
probably audit staff people moving over to the tax staff. If, in a
given firm, large numbers of people with common backgrounds
are involved, training programs specifically designed for their
needs can be developed. If a firm had 30 new tax people with
little or no tax experience, for instance, a live-in tax training pro
gram of three or four weeks’ duration would probably be an ef
fective adjunct to their on-the-job training. Unless that is pos
sible, a different approach seems indicated.
Perhaps the analogy to university educational programs is ap
propriate. The beginning courses in a program are usually rela
tively standardized and have fairly large class enrollments. At
some point, however, the level of the student rises, the number
of students with common needs drops, and students either take
small, specialized courses, are involved with seminars that may
be quite loosely structured, or are engaged in individual research
or independent study projects. The common thread that ties all
parts of such a program together is the relationship between the
student and the faculty. The faculty ideally provides the students
with assistance in clarifying their needs and goals, helping them
to determine the best routes toward attaining goals, and evalu
13-13

ating the degree to which they have succeeded.
Similarly, one approach to the education of tax people holds
that the firm should be a goad, a catalyst, a resource, and an
evaluator. With this approach, the tax director of the firm is
responsible for working, directly or through others, with each tax
person in the firm to help determine educational needs, structure
individual programs, and review the degree to which progress is
achieved. The crucial element for the success of such an indi
vidualized approach to the training of tax people is the willing
ness of those involved to spend ample amounts of time establish
ing a program and evaluating progress. The recommended train
ing should encompass guided experience to supplement reading,
independent study, and course work.
For example, a tax man who needs Appellate Division ex
perience can receive that experience if the firm consciously
watches for a tax controversy that would normally be too small
to take beyond the agent level, but that involves an issue of tax
law and not just a question of substantiation. The tax man should
be assigned to handle this case, and the understanding with the
client is that he will be charged only a contingent fee for services
regardless of the time put in—with the caveat that the firm can
withdraw from the case at any time. The tax protest will be re
viewed, and the strategy of different approaches to an Appellate
Division protest discussed. He will confer with an experienced
tax man before and after each Appellate Division meeting
(“briefing” and “debriefing”), and will be supported and guided
each step of the way.

The New Tax Man
A person who is new to both tax practice and the firm must be
carefully nurtured during his first few months—or else he is
likely to die professionally from confusion compounded by frus
tration. Three areas require attention:
1. Orientation to the firm and to the tax department.
2. Procedural aspects of his work.
3. His training program.
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Illustration 13-6 sets forth the topics covered by one firm in
orienting new members of their tax staff to both the firm and the
tax department, and in giving them some idea of the procedural
side of the firm’s tax work. Illustration 13-7 contains the job de
scription used in its personnel manual by another firm for the
entry-level tax position, and covers certain basic policies, as well
as instructions for handling engagements.
If the new tax man has not been exposed to training equiva
lent to that given to audit staff people during their first three
years with the firm (T-100, T-200, T-300 level courses in Illus
tration 13-3, for example), the initial training assignments should
be aimed at covering that ground. During that period, his work
should start out as largely clerical in nature, involving such mun
dane (but educational, to a point) chores as becoming ac
quainted with the tax library by actually shelving books for a
few days, filing loose-leaf tax services for several weeks, and
finding and photocopying references for other people. This will
lay groundwork for more formal training in tax research. He can
also proofread tax department typing and verify the correctness
of citations in such things as letters, protests, tax opinions, and
memos. As his training progresses, the assignments can be broad
ened to cover work in areas to which he has been exposed. Once
he is familiar with individual income tax returns and the prep
aration of computer input sheets, for example, he can then be
assigned to this level of work, master it, and then be assigned to
review input sheets prepared by the audit staff.
If the new tax man has already received his “basic training”
elsewhere, then the best approach may be to give him immediate
client responsibility coupled with very close supervision. One ap
proach is to bring the new tax person to meetings with clients,
introducing him to the client as a new member of the tax depart
ment who is there to assist the senior tax man. In this way, the
new tax person can immediately identify with the client-oriented
nature of the job and focus on the ways in which the tax depart
ment relates to various clients. In addition, since client meetings
usually result in tax work to be done, the new tax man is in a
better position to handle such derivative assignments since he was
at the meeting at which they arose.
Some of this training, by its very nature, is probably best pro
vided in-house, even if it amounts to a one-to-one instructional
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situation. Beyond that though, maximum advantage should be
taken of the AICPA tax training material available. The firm’s
tax director should work with the new tax man to plan a pro
gram that includes key courses from the AICPA, in terms of the
man’s own background and the perceived needs of the firm. The
firm itself should be willing to make a commitment of the man’s
time and the firm’s money to enable him to get a basic ground
ing. Six to eight formal tax programs a year during the first years
of a new tax person’s career would not be an overexposure, and
would result in covering all of the AICPA tax course material in
three or four years.
If the new tax man already has the basic tax training given to
audit staff people, perhaps because he transferred to the tax staff
from the audit staff after several years there, his priority training
need is usually in tax research and tax communication. Tax re
search is covered in chapter 12. One point made there cannot be
too highly stressed: most tax research training should take place
on-the-job and is most effective when the research assignment is
reviewed beforehand by someone knowledgeable, a research
strategy is formulated, the research is carried out and possibly the
strategy modified, and then the results of the research are re
viewed by the same person who participated in formulating the
strategy.
Tax communication is a more complicated matter. The tax per
son communicates to many different audiences—other tax peo
ple, with whom he can usually communicate quite well; other
CPAs, with whom the communication may become more diffi
cult because they may not fully understand his jargon and may
be impatient with what they view to be ambiguous and evasive
answers to questions; other professionals, such as attorneys and
trust officers; and the general business and investing public, with
whom it may be almost impossible for him to communicate.
The form of the communication may present new problems.
Some people who can communicate well in small group discus
sions may fail when talking to a large group or be difficult to
understand in a telephone conversation. Some people write well
but can hardly communicate orally with anyone. What communi
cation problem should be tackled? The pragmatic answer is to
tackle the problem that is causing difficulty. If a firm has a tax
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person used at this point in his career basically as a tax researcher
and writer, then now is the time to tackle his written communi
cation skills.
A big problem with much tax writing is that it is done as a
corollary of thinking through the problem and its solution. Thus,
it sometimes reads like a mystery story, with part of the mystery
being whether the writer even understands what he is talking
about. The solution to this type of writing is to require submis
sion of both a rough first draft and a polished second draft for
review. The second draft should be a complete rewrite and not
just an edited version of the first draft. Because the writer is
clear in his thinking and knows what his conclusions are by the
time he finishes the first draft, the second draft is usually shorter,
clearer, and better organized. The reviewer should make sure
that the second draft is not just a revised first-draft manuscript
but an almost completely new job (except for technical matters
such as footnotes, citations, and quotations) by comparing the
two versions. While such an approach is time-consuming, the
result will ultimately be better written first drafts since the tax
person learns to clarify his thinking and conclusions before start
ing the writing process and hence produces only the polished
second draft as he reaches writing maturity.
Part of the review process must also relate to jargon and awk
ward phraseology. Instead of writing, “Within 180 days after the
beginning of the fiscal period” one could more understandably
say, “Within the first 180 days of the year.” Technicians have a
tendency to seek the ultimate in precise terminology even in
situations where the reader could not possibly grasp that ultimate
and where the reader may, in the end, grasp nothing because of
the complexity of the presentation. The technician may object to
simplification on the ground that it is oversimplification and is
not correct because it fails to state some exceptions or cover some
instances. The reviewer must seek to strike a balance between
technical but incomprehensible correctness and wording that
perhaps does not cover every technical point but is understand
able. The decision must be made in terms of the audience in
volved, as well as in terms of liability exposure and professional
pride (“What if so-and-so were to read this—he’d think I didn’t
know that in a “C” reorganization there can be assets other than
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just the acquiring corporation’s stock transferred, but only sub
ject to the very tight restrictions which I’ve spelled out and
which you want to delete.”).
Illustration 13-8 provides a checklist of points that a reviewer
may want to look for as he reviews the tax person’s writing ef
forts. Effective Revenue Writing, Training No. 82-0 (Rev. 5-61),
Government Printing Office, is a text used by the IRS for training
its personnel in clear and effective writing. Some practitioners
have found it useful for in-office use, although others think it is
too pedantic and overly concerned with grammatical niceties.
The California CPA Foundation has developed a written
communications program which utilizes cassettes, review, and re
writing of the participant’s written communications, and writing
and critiquing memos on technical subjects. The program can be
used for local office presentation to groups of not more than ten
persons in two 3½-hour sessions within a one-week period. Illus
tration 13-9 is an excerpt from that program’s material.

Tax Talks
Most luncheon clubs are chronically short of good, free speak
ers. So are many professional groups. Especially during the per
iod from the first of the year through April 15, speakers on taxes
have no trouble finding groups to talk to. Lining up speaking en
gagements, however, can sometimes present a bit of a challenge.
It doesn’t seem professional for a practitioner to comer the pro
gram chairman of the Rotary Club and tell him that he would
like to have one of his tax people talk to club members about
taxes.
This is where a professional society can do a good job helping
train staff tax people. Many professional societies have some sort
of speaker’s bureau setup, which attempts to find qualified peo
ple to fill speaking engagements. The demand for speakers is
usually greater than the supply. If the professional society has no
speaker’s bureau, one should be established.
A good tax talk to a nontechnical group remains, like the
group, nontechnical. For example, if the practitioner plans to
talk about tax planning, he should begin with a joke. Whether
the joke is corny or he tells it poorly is not important. He at
least shows the group that he isn’t there with the deliberate pur
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pose of boring them; the joke is a gesture of friendliness. If the
joke can be related to the talk, so much the better.
Talks to lay groups sound easy, but they are difficult for many
tax people. If they can give such talks and handle the questionand-answer periods that usually follow, they acquire a greater
ability to communicate to lay people and greater self-assurance.
Many accountants have found Toastmaster’s Clubs a valuable
training ground for public speaking. While such clubs sometimes
overemphasize the mechanics of speaking, they offer guided ex
perience, meaningful critiques, and a nonthreatening environ
ment—and so are generally a worthwhile aspect of a tax person’s
training.
Presentations within the firm, as remarked previously in the
discussion of tax training for the audit staff, offer an excellent
training ground for the tax man. He can function as a lecturer or
a discussion leader and gain both technically and in terms of
communication skills. Technical presentations to tax institutes
and other professional meetings also provide good experience,
although there is a temptation in making a presentation before
one’s peers to write out the talk and then read it, rather than to
talk to them.
Early in his career, the new tax man should be brought into
client conferences. Initially, his role will be that of a note taker
and memo writer, and he will learn through observation how a
more experienced tax man operates. Later, he can participate to
the extent of asking questions for clarification. Ultimately, he can
be in charge of less sensitive conferences with clients, with a
more senior tax man present to review with him at a later time
his handling of the situation. Even after he routinely handles
client conferences on his own, it is a good idea to have someone
else sit in on conferences periodically and afterwards present a
critique. No tax man becomes so adept that he should not on
occasion take a critical look at himself.

Tax Articles
Tax articles may be aimed at the general public, at a specific
business group, or at tax practitioners. Writing a tax article can
be a most educational experience, helping to build competence
as well as develop communication skills. From original research
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on a specific problem the writer can delve into a broader prob
lem area. Some tax articles can even be published in three dif
ferent versions—one for the general public, one for a trade as
sociation, and one for a technical tax publication.
A tax man’s first articles might merely be letters to the editor
of a local newspaper. As an expert on taxes, he has every right
and the duty to speak up on pending legislation or on comments
made in news stories, by columnists, or in editorials. He should
be sure that such letters sound professional, and not like crank
complaints.
There are literally thousands of trade association and specialinterest publications, national and state-wide, in this country,
and most of them could use articles tailored for their members.
The articles need not be sophisticated in a tax sense, but it usu
ally helps if they treat subjects meaningful to the magazine’s
readers. Thus, a magazine for investment club members might
be interested in running an article dealing with the tax problems
of investment club partnerships, while a magazine for golf pros
might want an article that discusses the advantages and disad
vantages of the golf pro’s incorporating the country club pro shop.
Both of these examples, incidentally, are articles that were actu
ally published.

A Local Tax Study Group

In some cities, tax people in CPA firms often get together regu
larly to exchange technical information and discuss common tax
practice problems. This is less common in smaller communities
and among independent practitioners. The values of sharing ex
perience and knowledge are probably greater for the indepen
dent practitioner, however, since he has few or no professional
colleagues capable of sophisticated tax discussion within his own
organization. The same type of thing may be accomplished with
CPA society groups, estate planning councils, and the like.
What is needed to make a tax group succeed is someone who
is willing to keep it going. This involves the clerical chore of
meeting notices and the demanding job of providing a stimulat
ing agenda from which the discussion can arise. Not many peo
ple are needed to make the club beneficial, but all should have
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something to contribute. A minimum of about seven is recom
mended, but some of the benefits of informal discussion begin to
disappear when there are more than 15 sitting around a table.
Every tax man should be encouraged to belong to some sort of
tax discussion group with other professionals, lawyers and/or
CPAs, from other firms, even if he must create a group in order
to do so. Creating such a group usually involves calling a num
ber of tax people together for a breakfast, luncheon, or dinner
meeting and asking them if they’d like to be a permanent tax
study group. Agendas will normally consist of current develop
ments, with different members of the group being assigned a
separate case or ruling for a fifteen-minute-or-less presentation;
a longer presentation may be devoted to a specific topic, such as
net operating losses.
If current developments constitute the format, the chairman
of the group should be prepared to discuss any item he puts on
the agenda even though it may not be necessary. Not only does
this prevent dismay when the people assigned a topic don’t show
up, but the prepared chairman is then in an excellent position to
ask leading questions that will draw other group members into
the discussion.

Teaching Taxes
A sure way for a tax man to deepen his own understanding of
taxes, as well as enhance his reputation and augment his income,
is to teach taxes. While teaching at the high school and, in some
states, the junior college level requires meeting state certification
requirements, many school systems have adult education pro
grams in which qualified professionals may teach without certi
fication as teachers. Colleges and universities generally require
professional competence, but there are no specific licensing re
quirements for teaching at the collegiate level.
For a practitioner, teaching extension and adult education tax
courses in the evening also provides an excellent opportunity to
develop his speaking ability and meet new people. Teaching
assignments, however, seldom come looking for the man, he must
pursue them.
If there is any tax teaching in the area, the interested tax man
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should find out about it. If tax courses are offered, he should
learn how one gets to teach one of them. If, as is often the case,
no tax courses are presently offered, he should suggest that an
introductory tax course be made available and offer the firm’s
people as the teachers. He should not stop with just the formal
educational institutions. Often, the YMCA, or a community cen
ter, or even a private business college may provide a teaching
opportunity.
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Illustration 13-1 In-House Monthly
Tax Training Method

Monthly Tax Workshop Questions
July, 1972
The questions that follow can be answered by reference to the RIA
Bi-Weekly Alerts of May 18 and June 1, 1972, and the firm’s Monthly Tax
Report of June 1, 1972. For each question, select the answer that you feel
best completes the thought. [Answers to the following questions are dis
cussed in Illustration 13-2.]
1. Jones, a general partner owning a 20 percent interest in a partner
ship that owns a shopping center, wants to sell that interest in order to
buy an interest in another shopping center. Since he will reinvest the
entire proceeds from selling his partnership interest in acquiring about a
30 percent interest in the new center, he feels that he should not be
required to pay any income tax on his gain on the sale. You tell him—
a. With limited exceptions (for example, the sale of a residence), the fact
that proceeds are reinvested has no bearing on the taxability of the
sale transaction.
b. So long as the proceeds are reinvested in like-kind property, to be
held either for investment or the production of income, gain will not
be taxable.
c. If Jones would cause the partnership to liquidate, receiving a 20
percent interest in the shopping center, he might then be able to use
an escrow arrangement to funnel the consideration from the buyer of
his present interest into the purchase of his proposed investment on a
tax-free basis.
d. If Jones would cause the shopping center into which he plans to
invest to be set up as a partnership, he might then be able to use an
escrow arrangement to funnel the consideration from the buyer of his
present partnership interest into the purchase of the new partnership
interest on a tax-free basis.
e. Either (c) or (d) might prove effective tax-wise.
2. The Alpha Water Company, a public utility providing water service
to several communities, has consistently used accelerated depreciation for
tax and straight-fine depreciation for book purposes since its formation six
years ago. The result has been that the dividends it paid to its sharehold
ers were entirely recoveries of capital (or capital gain) rather than ordinary
dividend income. The corporation’s annual meeting will be held in late
August, and you are working on the audit for the year ending June 30,
1972. The treasurer has asked that you explain to him the effect of the tax
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law change on accelerated depreciation’s effect on earnings and profits for
tax purposes. The major point you want to make is that—
a. Dividends paid during the year ending June 30, 1973 will have their
taxability determined without regard to any excess of accelerated over
straight-line depreciation for the year.
b. Nothing has really changed at all. Dividends will still only be taxable
to the extent of current earnings and profits after deducting acceler
ated depreciation or accumulated earnings and profits.
c. The corporation will no longer be able to use accelerated depreciation
for tax purposes but, rather, will have to conform its tax accounting to
its financial accounting.
d. The corporation should change its financial accounting to an acceler
ated method of depreciation if it wants to be able to pay dividends to
its shareholders which will not be out of earnings and profits for tax
purposes.
3. Your client, a calendar-year subchapter S corporation, is 100 per
cent owned by Mr. Hays. In July, it has become obvious that the corpora
tion, which has suffered substantial losses in prior years, has turned the
comer and will have a 1972 profit of at least $150,000. Mr. Hays, who has
been drawing no salary although working full-time for the corporation,
now wants to terminate the subchapter S election for 1972 since his
substantial other income will result in a federal income tax of 70 percent of
the corporate net income. You might tell him—
a. That a revocation election cannot be filed after the end of the first
month of a fiscal year, so he is out of luck.
b. That if he will transfer one share of stock to his wife or daughter, the
election can be terminated since they will decline to consent to it.
c. That if, for a business reason and not merely for the purpose of
terminating the election, another person became a shareholder and
declined to consent to the election, or a trust, corporation, or part
nership became a shareholder, or preferred stock was issued, then
the election would be terminated for the entire year.
d. That termination of an election during the year can only affect the
status of the corporation for the following year.
e. That termination of an election during the year can only affect the
status of the corporation for that portion of the year following the last
day of the month in which the termination takes place.
4. You are having lunch with the president and controlling shareholder
of a corporate client. His major asset is stock in the corporation, all of
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which stock is held in his own name. He tells you that his will sets up two
trusts—one is a marital deduction trust, over which his wife will have
power of disposition, and the other will provide income to her but will not
be includible in her estate. He feels that these will be “living trusts” since
they will look after his wife as long as she lives. Is there some other type,
he wants to know, and if so, what can it do that he hasn’t already done?
a. These trusts accomplish as much as would be accomplished through
setting up revocable inter vivos trusts.
b. These trusts have nothing to do with the use of lifetime trusts. The
use of a revocable lifetime trust would supplement, but not replace,
the testamentary trusts.
c. The use of a revocable living trust would allow savings in the cost of
administering the estate since the assets in that trust would not go
through probate, at the cost of the expenses incurred in creating and
maintaining the living trust.
d. The use of a revocable living trust would allow savings in both ad
ministration costs since the assets in the trust would not go through
probate, and also in estate taxes since these assets would be subject to
the gift taxes, which are at a lower rate, rather than to estate taxes.
5. Our client, a department store, maintains both a revolving credit
plan and a coupon plan for its customers. Under the coupon plan, a
customer with an acceptable credit rating can purchase coupon books
redeemable for merchandise, agreeing to make payments for the coupon
book(s) over a period from 4 to 25 months. The coupons can be used
immediately to purchase merchandise. For financial accounting purposes,
the entry that is made at the time coupon books are sold is a debit to
accounts receivable and a credit to unredeemed credit coupons. As
coupons are used, an entry is made to debit unredeemed credit coupons
and to credit sales. As payments are made on the coupons books, the
entry is to debit cash and to credit accounts receivable.
However, for tax purposes, an additional entry is made. At the end of
each year, the amount of unredeemed coupons originating in each year
for which coupons are still unredeemed is subtracted from the related
receivable, and the balance is multiplied by the gross profit margin for
that year to obtain an amount of unrealized gross profit. The change in the
total of the unrealized gross profit from the total at the end of the prior
year is used to adjust the amount of sales for the year in arriving at
realized gross profit and is treated as a Schedule M item on the Form
1120. An appropriate amount of deferred federal income tax is also set up.
You have been asked your opinion on this tax treatment.
a. Since it is possible for a particular coupon to be redeemed and treated
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b.

c.

d.

as a sale in any of several taxable years, it is impossible to calculate the
deferred profit; hence, the installment method is inappropriate.
Installment sales of merchandise are covered by the tax law, but this
merchandise is not what is being sold on installments. It is like a cash
sale. The coupon books are sold on installments, and this is more like
a loan’s being made. This does not qualify as an installment sale
transaction.
So long as payment is made in two or more installments, the sale is
eligible for installment sale treatment. That seems to be the case
here.
Financial statements and tax accounting must be in conformity. Since
this would not be acceptable financial accounting, it should not be
acceptable tax accounting.

6. On June 7, 1970, Brooks acquired 12.5 acres of land at a cost of
$6,000 an acre. In April of 1972, Brooks sold the land to his controlled
corporation for $10,000 an acre. Brooks subordinated his interest in the
land so that the corporation could get a $152,500 loan to improve the
property. The subdivided land was ultimately sold by the corporation at a
small loss, which was a tax benefit since the corporation had profit from
other sources. Assume that you are preparing the 1972 individual income
tax return for Brooks. How will you treat the land sale?
a. As ordinary income. This is obviously a tax avoidance scheme.
b. As capital gain. This position is defensible.
c. As the client desires. It is his return.
d. As the client desires, but only after discussing with him the tax effects
of the alternative treatments open to him.
7. Our client owns a fleet of trucks. The unloaded weight of each truck
is 13,000 pounds. Loaded weight of the trucks is never more than 25,000
pounds. Therefore, our client has not been paying any highway use tax on
these trucks.
a. He is correct, since the HUT only applies to vehicles weighing over
26,000 pounds unloaded.
b. He is correct, since the HUT only applies to vehicles with loaded
weights in excess of 26,000 pounds.
c. He is incorrect, since the HUT applies to all vehicles using interstate
highways.
d. He is incorrect, since the regulations spell out what loaded weights
are for trucks of various weights—and the tax is imposed on vehicles
with loaded weights of 26,000 pounds or more.
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Illustration 13-2 Guide for Discussion
Leader of Monthly Tax Training Sessions

Discussion Material for Monthly Tax Workshop
July, 1972
[Answers to questions set forth in Illustration 13-1]

1. The general area of this question is covered, from different points of
view, in the Monthly Tax Report of June 1, 1972, as the first item in that
report, and in the May 18, 1972 RIA Bi-Weekly Alert, page 2. The correct
answer should probably be (e).
The Tax Court seems to take the position in the Meyer case that the
transer of of general partnership interests in partnerships with similar
underlying assets can be tax free. The basic attack of the IRS on the
exchange of the general partnership interests was that a partnership in
terest constitutes “a chose in action.” However, the only case that was
cited by the IRS to support its contention related to the interest of a
deceased partner. It appears obvious, even to a nonlawyer, that the part
nership interest of a deceased partner, under the Uniform Partnership
Act, is little more than the right of the estate to receive an accounting and
to receive distributions in liquidation of that interest. The Meyer case is a
fairly strong one because it was reviewed by the entire court; and, while
one judge did enter a partial dissent, he would still find that the exchange
of a general partnership interest in a real estate partnership for a general
partnership interest in another real estate partnership would be tax free
on the basis that it was an exchange of investment real estate. In fact, if his
theory was adopted, it would be possible to exchange a partnership in
terest in a partnership whose sole asset was real estate for real estate
directly, without the necessity of there being a partnership interest in
volved.
The next step in this answer relates to the question of utilizing an
escrow device for a tax-free exchange of any property that could be ex
changed tax free. It seems fairly well established by now that a “three
cornered” transaction is acceptable for tax purposes if properly carried
out. The IRS position originally was opposed to the possibility of doing
much more than having three owners of real estate, for example, swap
ping the real estate among themselves. (Rev. Rul. 57-244.) The taxpayer,
however, had good success in handling the transaction where only two
pieces of property, plus a cash buyer, were involved. (Alderson v.
Commissioner, CA-9, 317 F2d 790, 1963.) In a relatively recent case
(Leslie Coupe, 52 TC 394), the facts involved an original contract to
convey the real estate to the buyers for cash. The contract was then
reformed; the attorneys for the seller acquired, as agents for the buyer,
real estate satisfactory to the seller. This was put into escrow under a
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reformed contract, and the Tax Court held that the whole transaction was
tax free. The IRS acquiesced in this decision in 1970, so that the general
proposition of having a three-cornered transaction in which cash is one of
the three corners and property constitutes the other two comers seems
now to be acceptable even to the IRS.
Whether (c) or (d) would be the better approach may depend as much
upon the other parties involved as upon the tax desirability of either
transaction. The liquidation of the partnership may involve the necessity
of making conveyances of land to a number of persons as tenants in
common, or even the incurrence of real estate transfer taxes imposed by a
state of local government. On the other hand, the creation of a new
partnership, with the rapid movement of that partnership interest into
the hands of the "buyer,” through the escrow, and then into the hands of
the “seller,” must be carefully done to avoid the risk that the attorneys
might want to shorten the whole process and have the partnership in
terest stand in the name of our “seller” from the very beginning, or to give
to the “buyer” something less than the partnership interest, such as a
right to acquire a partnership interest which he then assigns to the “sel
ler.” But ignoring the legal complexities here, it seems that either ap
proach would get the job done for our client.

2. A correct answer would be (a). This is discussed in the RIA
Bi-Weekly Alert, June 1, 1972, pages 3 and 4.
The provision involved is Sec. 312(m), which was added by the 1969
Tax Reform Act. It is not quite so all-encompassing as it sounds since it
basically applies only to those methods of accelerated depreciation that (1)
are authorized by Sec. 167(b) of the Code, and (2) could not be justified
without the existence of that section. Thus, a taxpayer using a method of
depreciation such as the earnings forecast method or the machine-hour
method, which produces an amount of depreciation in excess of straight
line, may still be able to reduce earnings and profits by the full amount of
the depreciation taken for tax purposes. This limited exception, however,
will not have general applicability, although there should be a sensitivity
to its existence for two reasons. First, it may be that the existence of an
exception for types of accelerated depreciation that can be justified by the
economics of the situation rather than by Sec. 167(b) may result in utiliza
tion of such methods where appropriate instead of the use of straight line.
Secondly, of course, is the need to recognize such situations, though few,
for the benefit of the client involved.
The existence of this section underscores the necessity of maintaining a
supplemental record of earnings and profits for tax purposes for each
corporate client. Such a working paper should be a part of the permanent
tax files in every situation. In addition to the obvious adjustment to earn-
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ings and profits for the excess of accelerated over straight-line deprecia
tion, there should not be overlooked the necessity for an offsetting ad
justment when the property subject to depreciation is disposed of or
retired. In other words, the amount of gain or loss that is to be taken into
the earnings and profits for tax purposes must be adjusted to compensate
for the accumulated difference between the tax return depreciation de
ductions and the depreciation allowable for earnings and profits purposes.
This does not affect the computation of the taxable gain or loss on such a
transaction but affects the way in which that gain or loss must be adjusted
in arriving at its impact on earnings and profits.
Note that in addition to depreciation, which is allowable under Sec.
167, this rule will also apply to the rapid amortization provisions of Sec.
168 (emergency facilities), Sec. 169 (pollution control facilities), and Sec.
184 (railroad rolling stock).
The change is not related to the manner of accounting used for financial
reporting purposes. Thus, while its purpose was to prevent the creation of
dividends which were a recovery of capital, and while this purpose might
have been accomplished by a requirement that the excess of accelerated
depreciation claimed for tax purposes over that claimed for financial ac
counting purposes was to be disregarded for earnings and profits pur
poses, this was not the approach that was taken by the Congress in writing
the bill. As a result, the method of accounting actually followed by the
corporation, or whether the corporation did in the past, or could in the
future, pay dividends that would be out of income for financial purposes
but recoveries of capital for tax purposes is irrelevant to the applicability
of Sec. 312(m).

3. The correct answer would be (c). This is discussed on page 3 of the
June 1st Monthly Tax Report, and is the lead item on the RIA Bi-Weekly
Alert, May 18. The case was decided on the basis that the beneficial
ownership of stock had never, in fact, been transferred to the alleged
transferee, and that therefore, the taxpayer, Clarence Hook, was the 100
percent stockholder of the corporation throughout the year. Judge Simp
son concluded his opinion by stating: “In view of our finding that the
transfer of stock . . . lacked economic reality, we do not reach the ques
tion as to whether the transfer of such stock, which had economic reality,
but which was done solely for the purpose of terminating the subchapter S
election, would have had such effect.” The reason for this reservation is a
logical one. Since Congress has provided for a subchapter S election, and
since this procedure requires the filing of a termination prior to the end of
the first month of a year, any other voluntary termination method is going
to have to withstand critical scrutiny. Certainly, there can be grave doubt
whether any transaction with only nominal economic effect, entered into
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only for the purpose of effecting a termination, could withstand any such
scrutiny.
At the same time, it should be realized that there are a variety of ways
by which the election terminates without the filing of any notice. These
include the acquisition of stock by a disqualifying stockholder, such as a
trust or a corporation, as well as the acquisition of stock by a new stock
holder who fails to consent, or the issuance of preferred stock, and also
includes the receipt of amounts of passive income in excess of 20 percent
of gross receipts. It is apparent, then, that a termination involving the
issuance or transfer of stock is certainly discretionary with respect to a
controlling shareholder. Thus, Congress could have written into the stat
ute more detail as to requirements that must be met before stock transfers
or issuances had the effect of disqualifying the corporation from the elec
tion. Congress certainly cannot be assumed to be unaware of the fact that
controlling stockholders have a final say about whether such transactions
will or will not take place. Congress, therefore, must have realized the
possibility that such transactions might provide an alternative route to
terminating an election. The likely conclusion would be that, so long as
such transactions had economic substance to them and were not solely for
tax purposes, they would be effective in achieving a termination.
Generally speaking, a corporation must not be a member of an “af
filiated group” of corporations as defined in Sec. 1504, if it is to make
and/or retain a subchapter S election. As a result, most parent/subsidiary
relationships will render the parent incapable of making or retaining a
subchapter S election. So-called “momentary” ownership of a subsidiary
in connection with a divisive reorganization under Sec. 368(a)(1)(D), how
ever, will not terminate the “parents’ ” subchapter S election. (Rev. Rul.
72-320.) Nor will the ownership of a DISC subsidiary, since a DISC is
specifically excluded from the definition of an “includible corporation”
under Sec. 1504. This is also true of certain other corporations excluded
from the definition in Sec. 1504(b).
If an election is terminated for any reason, the termination is effective
for an entire year. Subchapter S status either exists for the entire taxable
period or it does not. This is not to say, of course, that events may not
occur which change the year of the corporation. For example, the merger
of a subchapter S corporation into another corporation does terminate the
year of the corporation, but does not result in its election terminating for
the final taxable year which ends with the date of the merger, nor does a
“C” reorganization. (Rev. Rul. 64-94, Rev. Rul. 71-266.) However a “B”
reorganization will result in termination of the election for the full taxable
year. (Rev. Rul. 72-201.) Note that any termination of a subchapter S
election means that a new subchapter S election cannot be made without
the specific consent of the Commissioner, until the sixth following year.
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4. The correct answer would be (c). This is discussed in the RIA
Bi-Weekly Alert, June 1, page 3.
A revocable living trust (an inter vivos as contrasted to a testamentary
trust) has no effect on either estate or gift taxes. It serves to transfer the
legal title to property to the trustee during the lifetime of the taxpayer
involved. Upon his death, therefore, there is no necessity for the assets to
go through the procedure of probate, inasmuch as the purpose of that
procedure is to transfer the title from a decedent to the person designated
by the decedent to receive that title. Instead, the assets continue to be
held by the trustee—but upon death the trust becomes irrevocable, and
provisions related to the death of the decedent and written into the trust
instrument are then carried out by the trustee. Thus, in a revocable living
trust, the controlling stockholder of the client would probably provide for
the same type of trust arrangements to be set up following his death as are
provided for in his will.
The use of the revocable living trust does not eliminate the necessity of
a will to handle those assets which are not put into the trust. Typically,
however, the will would provide that any such assets that are not specifi
cally bequeathed to named individuals or organizations would go to the
trustee to be made part of the trust corpus. Thus, the will can become a
much shorter and simpler instrument when a revocable living trust is
being used.
While the revocable living trust will save on the costs of administering
the estate, since it does eliminate the necessity for probate and thereby
eliminates the fees of the executor and of the attorney involved in the
probate, it does not eliminate the necessity of the estate filing a federal
estate tax return on Form 706, nor does it eliminate all expenses. The
creation of the revocable living trust and its yearly operation both involve
fees. These fees have to be paid by the taxpayer directly, or paid out of the
trust corpus itself. Since the trust is revocable during the decedent’s
lifetime, the trust is viewed as a nonentity for federal income tax pur
poses, and the income and expenses of the trust are includible during this
testator’s lifetime in his income tax returns. If the assets of the trust
include income-producing property, then that portion of the annual cost
of maintaining the trust which is related to the management of the
income-producing property would be a proper tax-deductible item.

5. The correct answer would be (c). This is discussed in the RIA
Bi-Weekly Alert, May 18, pages 6 and 7.
The basic rationale of this case goes back to an earlier case,
Consolidated Drygoods Company v. US, 180 F. Supp. 878, DC, Mass.,
(1960), which allowed revolving credit plan sales to be reported on the
installment method. After that case, the Treasury Department amended
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the installment sale regulations to recognize that certain revolving credit
sales could qualify as installment sales. (Regs. Sec. 1. 453-2(d).) The 1964
amendments to Sec. 453(a)(2) constituted a Congressional recognition that
revolving credit-type plans could be reported on the installment basis.
Thus, it is clear by now, although it was not clear a decade ago, that an
installment election can be made even though there is no separate in
stallment contract for each sale, and even though each payment made by
the customer is not traceable to a particular sale of merchandise. In the
W. T. Grant case, which is the one under discussion, the Tax Court thus
holds that the coupon book can be handled in a manner similar to that of a
revolving credit plan.
The argument made in alternative (a), that it is impossible to calculate
the deferred profit for the sales of a particular year, would not be correct.
The coupon books would typically be numbered, and it would be possible
to so account for the numbers by year of coupon book sale so as to tie the
coupons used in a particular into the accounts receivable emanating from
other specific years. It does not, however, appear that this was the
method that Grant, in fact, used. Rather, it appears that they used the
gross profit margin for the year that had just ended as the appropriate
percentage in arriving at their unrealized gross profit.
Alternative (d) is not correct. The whole area of installment sales is one
in which financial and tax accounting concepts are rather far apart. This
was not always the case, since the financial accounting approach of years
ago was similar to the tax accounting installment sale approach, but recent
years have seen the evolution of the idea that the installment method is
inappropriate except in rare instances where realization is extremely
doubtful. From a financial statement standpoint, of course, there would
also be a provision for uncollectible accounts, which would be established
with regard to the coupon book accounts receivable.
6. The correct answer would be (d). This type of transaction is dis
cussed in the RIA Bi-Weekly Alert, June 1, pages 6 and 7.
The basic premise of the Tax Court decision in the case discussed is that
the controlled corporation is being used as an agent of the stockholder and
that, under general principles of the law of agency, the acts of the agent
corporation are presumed to be the acts of the principal. However, trans
actions like this hinge, in their consequences, on the peculiar facts in
volved. There are cases, such as Ralph E. Gordy, 36 TC 855 and Burgher
v. Campbell, CA-5, 244 F2d 863 (1957), holding to the effect that stock
holders can derive capital gain on the sale of property to their wholly
owned corporations even though the corporations subdivide and sell the
property.
Thus, it is hardly up to us to adopt the position of the IRS and charac
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terize this transaction as one that must result in ordinary income. The
return is the client’s return. Our responsibility in a situation like this is to
make sure that the client clearly understands the alternatives that are
open to him and the consequences of the tax decision that he may make.
He makes his decision. If we feel that his decision is one that is defensi
ble, we are justified in accepting that decision and preparing the return in
accordance therewith. If we feel that the tax treatment desired by the
client is not defensible, then we may have to determine that we cannot be
associated with that income tax return.
In this situation, the transaction should be discussed with the client,
and it should be pointed out to him that if it is treated as capital gain on his
return, there is a very high probability that, upon audit of the return, the
IRS would disallow this treatment, treat the transaction as resulting in
ordinary income, and assess a deficiency. The client may feel quite willing
to run this risk, since his only real expense will be the 6 percent interest
he will pay to borrow tax money from the United States, plus whatever
professional fees he incurs in carrying on the tax controversy.
In such a factual situation, the question of the capitalization of the
controlled corporation may also prove material. One might want to in
quire into the terms of sale to the controlled corporation, especially in
view of the subordination of the stockholder’s interest in the land to an
improvement loan. It is conceivable that the corporation could be so
thinly capitalized that the purported sale to the corporation really re
sulted in the stockholder’s receiving an equity instrument rather than a
debt instrument. In such a situation, the stockholder would actually not
have any taxable income at all, but, instead, the corporation would pick
up, as its tax basis, his tax basis of $6,000 an acre for the land. The result
would be a profit at the corporate level as the lots were sold, rather than
ordinary taxable income at the shareholder level at the time he trans
ferred the lots to the corporation. In addition, of course, as a result, any
payments on the alleged indebtedness would be treated as dividends for
federal income tax purposes and thus would constitute dividend income
to the shareholder as he received them.
In reviewing this transaction, if we were involved at the planning
level, this would probably be the more dangerous tax consequence for us
to be concerned with, although certainly every feasible step should be
taken to maximize the likelihood that the desired capital gain treatment
will be upheld.

7. The correct answer is (d). This is discussed on page 4 of the June 1,
1972, Monthly Tax Report reproduced below:

Did you know that if the actual unloaded weight of your twoaxeled truck is 13,000 pounds or more, it is subject to the highway
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use tax—even though that tax only applies to vehicles weighing over
26,000 pounds? The reason? The highway use tax ($3 per year for
each thousand pounds or fraction thereof) is imposed on the weight
including maximum load, and the regulations impute a gross loaded
weight of 27,000 pounds to a two-axeled truck weighing at least
13,000 pounds unloaded. The tax year runs from July 1 through
June 30, and the annual return is filed on Form 2290. The IRS
intends to crack down on this tax during the coming year. If you
have trucks, buses (except transit-type), or other highway vehicles,
get IRS Publication 349 and make sure that you are filing and paying
on your covered vehicles. (Note that the annual tax on the 13,000
pound truck in our example would be $81.)

The tax, which is imposed by Sec. 4481, is on vehicles with a taxable
gross weight of more than 26,000 pounds. The taxable gross weight is the
total of the actual unloaded weight of the fully equipped vehicle, plus any
semi-trailers or trailers customarily used with it, plus “the weight of the
maximum load customarily carried on highway motor vehicles of the same
type” as determined under regulations. The regulations, in turn, set out a
schedule of taxable gross weights at Regs. Sec. 41. 4482(b)-l.
While the amount per vehicle is not too substantial, there is no reason
why any of our clients liable for this tax should be faced with the embar
rassment and expense of a deficiency proceeding against them.
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Training at Local Office Level

Instructions for Local Office
Personnel Director
1. Give each audit staff man, manager, and partner a copy of the 1973
Tax Module Listing and the related questionnaire and designate a date by
which it is to be completed and returned to you.
2. Determine which workshops will actually be scheduled for your
office, based on the indicated interest. Since each man will indicate an
interest in at least ten workshops, the elimination of workshops in which
few people have expressed an interest should create no problems (except
possibly in smaller offices). In smaller offices, it may be desirable to
schedule the four workshops receiving the most interest and have these
mandatory for everyone. The following should be considered in determin
ing the number of workshops to be presented:
a. Staff assistants who will attend the national staff assistant education
program during the year should be required to attend one workshop.
Their selection can only be made from the T-100 Series modules.
b. Staff seniors who will attend the national staff senior education pro
gram are required to attend a minimum of two workshops. They can
only select from the T-100 Series courses and the elective T-200
modules, since the other T-200’s will be covered at the national pro
grams.
c. In-charge levels, seniors through partners are required to attend a
minimum of four workshops, which includes the two “current de
velopments” presentations scheduled in July and January. In-charge
seniors and supervisors who will attend a national seniors program
can only select their two electives from the T-100 and T-200 series.
The management group (managers and partners) can select from the
T-100 to T-300 modules plus any elective T-500 modules.
d. A workshop should optimally have at least six participants, and not
more than fifteen.

3. The workshop schedule for the office and each staff man will then be
determined. A copy of this schedule (showing dates, leaders, and par
ticipants) should be furnished to the regional tax director, the regional
personnel partner, and the national tax partner immediately after prep
aration.

4. Assign as discussion leader for each workshop, at the time the
schedule is prepared, either a tax man or a “tax aware” audit partner or
13-37

Illustration 13-3

manager. A tax man must be assigned to those modules labeled to be
taught by tax men only.

5. The cover sheet on each module describes the materials to be dis
tributed. Any of these materials that need to be acquired or purchased
should be obtained sufficiently in advance. An order for such materials
should be placed immediately after the workshop schedule has been de
termined where the module instructions for that workshop are already in
the tax workshop module binder, or immediately upon receipt of the
module instructions when they are received at a later date.
6. Workshop participants should be furnished a copy of the module
material for a particular session at least two weeks prior to the workshop
presentation. The material should include instructions, questions, and
problems and may also include reprints of articles, books, or other publi
cations. All participants will be expected to have a CCH Master Tax
Guide.

7. A list of those attending will be furnished by the discussion leader
following each workshop presentation. The information on this report
shall be posted to the individual’s record of continuing education.
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1973 Tax Module Listing
Course No.
T-100
T-101
T-102
T-103
T-104
T-105

T-200
T-201
*T-202
T-203
T-204
T-205
T-207
T-208
T-209

T-210
T-211
*T-212
*T-213
*T-214
*T-215
*T-216
*T-217

T-300
T-301
T-302
T-303
T-304
T-305
T-306
T-307
T-308
T-309

Description
Staff Assistant
Individual income tax return
Partnership and subchapter S returns
Introduction to corporations
Basic tax research
Accounting vs. tax concepts of income
Staff Senior
Capital gains
Accounting methods
Depreciation (except ADR)
ADR depreciation
Employee benefits and retirement
income
Tax liability accrual
Investment and WIN credits
Recapture of depreciation and
investment credit
Net operating losses
Partnerships #1
Moving expense, sales of residences
and casualty losses
Charitable contributions
Medical expense and sick pay
exclusion
Natural resources
Travel and entertainment
Tax-free exchanges and involuntary
conversions

In-Charge Senior or Supervisor
Corporation reorganization #1
Corporation reorganization #2
Tax shelters
Estate, gift taxes; trusts, insurance
U.S. taxation of international
operations
Consolidated returns #1
Consolidated returns #2
Multiple corporations
Tax return preparation checklists

Discussion Leader
Restrictions†
—
—
—
—
—

—
—
—
—
—
—
—
—
—
—
—
—
—
—
—
—

—
Tax man only
—
—
—
—
Tax man only
—
Tax man only
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T-310
T-311
T-312
T-313

*T-314
*T-315
*T-316
*T-317
*T-318
*T-319

*T-320
T-321
T-322

T-500
T-501
T-502
T-503
T-504
T-505
T-506
T-507
T-508
*T-509
*T-510
T-511
*T-512

T-513

*T-514
T-515
*T-516
T-517
*T-518

Tax man only
Business tax planning checklists
Personal holding companies
—
Accumulated earnings penalty
—
Special corporations (DISC, Sec.
Tax man only
931, REITs, mutual funds)
—
Professional ethics and tax practice
—
Excess investment interest
—
Minimum tax on tax preferences
—
Maximum tax on earned income
Exempt organizations
Tax man only
Collapsible corporations and
Sec. 306 stock
Tax man only
Writing tax exposure and tax plan
ning sections of management letters
—
Accounting periods, statute of
limitations
Planning executive compensation

Management Group
Inventory
Handling tax controversies
Pension and profit-sharing plans #1
Pension and profit-sharing plans #2
Corporate liquidations
Dividends and redemptions
Partnerships #2
Subchapter S corporations
Alimony, property settlements,
child care
Bankruptcy
Planning for international operations
Business tax planning—the balance
sheet approach
Organization and policy factors in
business tax planning
Year-end business tax planning
Individual tax planning
Year-end strategies for individuals
Estate planning techniques
Current developments
(July and January)

—
—
—
—
Tax man only
Tax man only
—

Tax man only
Tax man only

—
—
—

__

* Elective course not included in any level program.
†Discussion leaders can be tax-conscious audit partners or managers, or tax
people, except as otherwise indicated.
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Discussion Leader Responsibilities
Basic Goals. The firm’s tax education programs are designed to offer
our people a career-long continuing education in the practical, pro
cedural, and substantive aspects of tax practice, and thereby to improve
the overall professional competence of the firm. The primary instrument
for achieving these goals is the partner, manager, or tax man who is asked
to participate as a discussion leader in these programs. Since continuing
education stands or falls on the competence of the leader, it is essential
that he master the skills needed to present an effective and stimulating
program.
The underlying purpose of the assignment is not only to teach the
specific subject matter covered by the program module in which you will
participate, but to help advance the professional competence of the firm
in general.

Objectives. To help achieve these goals, a number of objectives must be
accomplished:
1. You must alert the people in your group to the need for, and make
them anxious to continue, their professional education throughout
their careers. You may stimulate this awareness by indirect means—by
the freshness and pertinency of your approach to the subject matter,
your caliber and knowledgeability, and most important, your skill in
teaching in an informative, challenging, and interesting way. It may
also be stimulated by more direct means—by your references to chang
ing laws, rapid developments, and possible future changes in the sub
ject area, thus highlighting the constant need to keep up-to-date.
2. You must offer substance of practical use. While theorizing and analyti
cal postulation may, on occasion, serve an academic purpose, the core
of the tax module is the applicability of the subject to practice. While
our people may sometimes welcome intellectual growth for its own
sake, they come to a workshop seeking ways to better serve their
clients and, ultimately, their own professional aims. The phrase
“bread-and-butter course” is what we want applied to the workshop.
Solicit examples from the experience of the participants to clarify
points whenever possible. If you know your people, you may be able to
prompt this type of participation (for example, “Joe, did you have a
question of that sort come up when Mr. Jones of Jones Manufacturing
died?”).
3. You must teach skills and methods, as well as substantive tax rules.
Information, no matter how valuable and well communicated, can be of
little practical use to the CPA until he has learned to convert knowl
edge into meaningful action.
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4. You must encourage professional responsibility—not only to the firm’s
clients, but also to society at large. This entails highlighting profes
sional ethics, obligations to the public inherent in the pursuit of an
accounting career, and practical standards of conduct that will engen
der public respect for the accounting profession. In encouraging pro
fessional responsibility, you may use either direct or indirect means.
However, in this sensitive area, directness frequently sounds like ser
monizing, and indirect methods may lead to better results. Analogy
and example—to mirror the substandard and the irresponsible—are
often useful tools.
Leaders Commitments. As a tax module workshop leader, you accept
the responsibility to familiarize yourself with the purpose and nature of
the firm’s tax module program generally, and with the particular purpose
and nature of the workshop which you will lead. In addition, it is impor
tant that you know, fully and specifically, your personal assignment. In
most instances, the local office personnel director will see that you receive
full details, but should this not occur within a short time after the assign
ment has been made, you will need to make the overture and pursue your
point until satisfied that your assignment information is complete.
You may be tempted to ask, “Why should I assume such a burden? If
the firm is so clumsy or inefficient that it neglects its discussion leaders’
assignments, why not let it suffer the consequences?” This question em
phasizes the difference between the role of an ordinary lecturer or enter
tainer and the role of a discussion leader. Your efforts are for the partici
pants, who benefit to the extent that the leader exerts all energy possible
to be an effective teacher. And they benefit you. Your effort is translated
into learning. The operative word is education; a discussion leader will
not permit the inefficiency of others to deter him from competently carry
ing out his educational role.
Prepare as adequately as the participants. You have the answers, but
you should check them (they could be wrong) and be able to discuss their
rationale or help the participants reason out the rationale. Note that if you
believe an answer is wrong, you should write a memo setting forth the
nature of the error and the correct answer, and send it to the national tax
office. Do not demean the material, the program of tax modules, or the
PD program of the firm to the participants. Do the best you can with
what is provided, supplement it if you deem that essential, and help the
firm improve what it is doing. Be a part of the solution, not a part of the
problem.
Budget your available time to discuss problem areas. If no one in the
group got the wrong answer to a question or problem, it needs no discus
sion. Go on to the next question or problem. If you are afraid that you may
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get through all the questions and problems in less than the time allotted,
and then not know what to do with the remaining time, prepare half a
dozen provocative discussion questions dealing with the workshop topic
that you can hold in reserve in case the participants themselves do not
have enough questions to keep things going. Experience has shown that
the time is the constraint, not the material, however, so focus your atten
tion on keeping the group moving. Keep your group on the subject. A
two-hour session leaves no time for jokes, discussion of sports, or even
delay in starting.
Don’t run a bluff when you don’t know the answer to a question.
Perhaps one of the people in the workshop does, or you can say that you’ll
have to check that, promising to send an answer memo to the participants
in a day or two.
Audience Motivation and Involvement. While the goal of the program is
education, the immediate and individual motives of your group may be
something altogether different. There are complex psychological drives at
work in even a seemingly passive group of listeners. An understanding of
audience motivation can help you to hold the group’s attention and focus
its energy on learning.
The first motives with which you must deal are the individual desires
that bring people together at a particular workshop. Whatever they are,
these motives must provide the raw energy for the learning process. Once
the participants are there, these desires may or may not be fulfilled and
may often change; yet, the group educational goal may still be achieved.
Your job is to lead the discussion rather than to deliver a lecture. Force
participant involvement by getting answers from all the people on objec
tive questions (for example, “How many of you marked that as true?” or
“How many had ‘a,’ how many ‘b’?” or “What was your answer, Joe? And
your answer, Bill?”). Then let the people with different answers thrash
out the reasons for the differences, with you guiding with questions, but
only providing answers as a summary of what the group has already
appeared to conclude. Caution: There may be occasions when the group
reaches an incorrect conclusion in spite of your questions, and you then
must straighten out their thinking as delicately as possible (for example,
“That is exactly what a literal reading of the Master Tax Guide would
appear to indicate, but some recent cases have looked behind the lan
guage of the law to the intent of Congress and have concluded
that. . . .”).
As much as possible, reverse questions that are asked you (for example,
“Well, Jim, what do you think would happen if. . . ?”).
Try to give everyone a chance to participate, even if that means en
couraging some people and restraining others.
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Responsiveness to Shifting Motives. There is no adequate method of
delineating these motive-objectives here, since they may vary from work
shop to workshop and even during the course of a workshop. Motives
dominant at the beginning of a workshop may change to such an extent
during a two-hour session as to become totally antithetical. For example,
fifteen students, eager to learn as the leader sits down, may gradually turn
into fifteen hungry, tired, hot, and irritable prisoners yearning for escape.
The reasons are obvious—a late afternoon workshop running into the
dinner hour, too long and demanding, or simply too dull. Perhaps the
leader is blameless, but the facilities are not. Too little ventilation, un
comfortable chairs, or physical distraction can play havoc with the best of
academic motives.
However blameless you may be as a leader, you must be able to sense
the shifting motives and adjust your approach so as to stimulate learning,
rather than insensitively plowing through an agenda. By developing an
awareness of motives, you will soon learn the art of flexibility and will
adjust and readjust until you succeed in shifting or utilizing diverse mo
tives to achieve the learning goal.

Participant Evaluation. Turn in an evaluation report to the designated
person in your office the next business day after the workshop. Normally
the only reasons for an “unsatisfactory” evaluation of a participant will be
failure to work the problems in advance, lack of cooperation in the con
duct of the workshop, or an obvious failure to grasp even 50 percent of the
material being discussed.
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Workshop on
Individual Income Tax Returns
Course T-101
Participant Materials
1. Instructions for Workshop
2. IRS 1040 Instruction Booklet
3. Form 1040A
4. One set of computer input forms for service used by your office
5. One instruction booklet for computer tax return preparation service

Discussion Leader Materials
1. All materials furnished to participants
2. Discussion Leader Responsibilities
3. Instructions for Discussion Leader—Individual Income Tax Return
Module
4. Solutions to Problems (CCH Booklet 5933)

Instructions for the Discussion Leader
A general discussion of the role you will play is attached for your use. In
addition, there is enclosed a CCH booklet containing the solution to each
of the two problems assigned to the participants. You should, however,
work through the problems yourself, albeit using the solution as a guide,
rather than relying solely on the solutions.
Note that the participants are to turn in the computer input sheets
covering the Warden problem by________________ . This date is set to
allow you to process their input sheets through the computer service, and
have them back by the date of the workshop presentation. To the extent
time permits, do a preliminary review of the computer input sheets with
each person as they are turned in to you. If mechanical errors have been
made in recording the data, you may want to have the participant correct
the error—especially if it is of a type that might prevent the return from
being completed.
The 1040A problem should take only ten minutes or so of the work
shop. While trivial, it introduces the participant to the mechanics of a
simple return and a simple tax calculation.
The balance of the workshop will be spent on the Warden problem.
You should photocopy your own input sheets and the resulting computer
printout for distribution to participants the evening of the workshop.
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One approach to the material itself is to start with the problem informa
tion, discussing the tax significance of each item and the manner of getting
it onto the return through the input sheets. Name and address should
present no problem. But what is the significance of “both under 65 and
with good sight”? What if someone were over 65? What if his sight were
not “good”? What is the tax definition of “blind”?
If you have gone through all the data in the problem, participants
should have a good feel for the input sheets and their relationship to the
Form 1040 output. You may then want to go back over the Form 1040
itself, touching on the items not covered by the problem, and where and
how you would get them onto the input sheets. Thus, you may want to
discuss Part I, page 2; or the moving expense adjustment (line 47, Part II,
page 2); or self-employment retirement plans (line 49, Part II, page 2);
etc. It is quite likely you won’t have much, if any, time for this, so don’t
feel frustrated if you don’t get to it.

Instructions to Participants
Your material for this workshop consists of instructions for the 1972
Form 1040, a Form 1040A, a complete set of computer input forms for
preparing an individual income tax return plus an instructional booklet
covering the preparation of the input forms, and the two sets of data
attached hereto. You should prepare—
1. Form 1040A for Henry W. Turner, based on the data provided.
2. The computer input sheets for Mr. & Mrs. George Warden, based on
the data provided.
The computer input sheets must be completed and turned in to your
discussion leader by____________ in order to allow sufficient time for
computer processing of the return by the date of your workshop session.
Make an appointment with your discussion leader prior to the due date of
the input sheets so that he can review the material with you for any
obvious errors, and so that you can make the indicated corrections.
You may need to refer to the Form 1040 instructions and to the Master
Tax Guide to resolve some of the technical questions that will arise.
The workshop on this material will be held at_________ on_________
1973, from_____ to_____ _ with___________________ as the discussion
leader. You must have prepared the Form 1040A and have received from
the computer service the prepared Form 1040 to participate in this work
shop.
[The balance of the material for this workshop
has been deleted from the illustration]
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Workshop on
ADR Class Life Depreciation
Course T-204
Instructions to Discussion Leader
The general discussion of the role you will play is attached for your use.
In addition to the material referred to in the participants’ manual, you
may also want to review the article by C. Dale Steinmetz, “Fully Utilizing
the Class Life Depreciation Rules,” in the September 1972 issue of The
Tax Adviser; Regs. Sec. 1.167(a)-11, Proposed Regs. Sec. 1.167(a)-12,
Rev. Proc. 72-10; and any current developments. The solutions to the
problems are attached, but it is strongly recommended that you work
through the problems yourself with the solutions merely as a guide,
rather than relying solely on the solutions. In addition, make sure that
you—
1. Start on time.
2. Keep the discussion moving along.
3. Turn in evaluation reports on each participant to________________
4. Send any suggestions for corrections in, or improvements to, this
workshop to the national tax office.

Instructions to Participants
The attached consists of reading material covering the ADR approach to
depreciation, plus eight problems. In addition, you may wish to refer to
the ADR material in your Master Tax Guide, especially the class and life
information at Par. 1168N. These materials should be sufficient to allow
you to work through the attached problems. AU problems are to be solved
prior to the workshop session. The workshop on this material will be held
at_________ , on January 1, 1973, from_____ to_____ , with__________
_______ as the discussion leader.

Review of Class Life Asset Depreciation Range (ADR) System
General Definition of Depreciation. Depreciation is a statutory deduc
tion and as such is defined in Sec. 167 of the Code as a reasonable
allowance for the exhaustion, wear and tear, and normal obsolescence of
(1) property used in a trade or business or (2) property held for the
production of income.
No asset may be depreciated below a reasonable salvage value. Subsec
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tion (b) of Sec. 167 allows for depreciation to be computed in any consis
tent manner which can be justified by sound economic policy and/or
recognized trade practice.*
Subsection (b) specifically allows certain methods of depreciation to be
used without economic justification as well as restricts certain methods of
depreciation; however, subsection (b) does not restrict the use of any
method of depreciation which is otherwise allowed under subsection (a).
As an alternative to ADR, advantages and disadvantages of using de
preciation methods allowed under Sec. 167(a) should be thoroughly
analyzed.

History. Before 1962, business firms depreciated their property in
terms of useful lives that were established for several thousand different
classifications of assets (so-called Bulletin “F” lives). The guideline lives
for depreciable assets that were put into effect in 1962 consolidated assets
into about seventy-five broad classes and also shortened the prescribed
fives by up to 30 or 40 percent. The 1962 guidelines also established the
use of industry classifications, as distinct from classifying assets by type.
The fives selected for use under the guidelines were determined by
reference to the useful fives claimed by the taxpayers surveyed, and
generally the fives selected were the useful fives equal to the fives being
claimed by the taxpayers at the 30th percentile—that is, 29 percent of the
assets had shorter fives and 70 percent had longer fives.
The guidelines also contained a reserve ratio test which was designed to
make certain that taxpayers would not be permitted continually to depre
ciate their assets over a period of time substantially shorter than the
period of actual use. Basically, the reserve ratio test assumes that the
actual useful life of assets can be determined by comparing the amount of
depreciation reserves to the acquisition costs of the assets being depre
ciated. Such comparison is known as the reserve ratio. A built-in toler
ance was contained in the reserve ratio test to assure that the test would
be met in the cases of taxpayers depreciating their assets at a rate not
more than 20 percent faster than the period of their actual use of them.
The application of the reserve ratio test was initially suspended for
three years. In 1965, the reserve ratio test was substantially modified and
new transitional rules were added. This had the effect of further delaying
the application of the test in most cases until 1971. When the Treasury
Department adopted its Asset Depreciation Range System (ADR), it
completely eliminated the reserve ratio test for 1971 and future years.
In addition to removing the reserve ratio test, the ADR system contains
other basic elements. The class life asset depreciation range system (ADR)
*This is the authority for the income-forecast method (with films), the
machine-hour method (with equipment), the milage method (with buses), etc.
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offers taxpayers the option of more certainty regarding their depreciation
deductions for the acquisitions of a given year than has ever before been
available. This alone makes ADR of interest to many businesses. But, in
addition, it—
1. Provides two first-year conventions which, in conjunction with lives 20
percent shorter than “guidelines,” allow substantially more deprecia
tion in the year of acquisition.
2. Minimizes the impact of salvage value on the depreciation calculation.
3. Provides an added option which allows expensing for tax purposes of
many repairs that might otherwise need to be capitalized.
4. Makes available much larger depreciation and repair expenses on the
tax return than must be used for the financial statements.
The price paid to take advantage of ADR is increased complexity in record
keeping and additional accounting and auditing expense.

An ADR Example. A calendar-year construction contractor purchases
$400,000 of equipment on August 31, 1972. Salvage value is estimated at
$40,000. Here is how depreciation deductions might run under the old
guideline approach and under the new ADR approach.
(2)
(1)
ADR
4 Yr. 50% DDR Guidelines

1972
1973
1974
1975
1976
1977
Total

100,000
150,000
75,000
50,000
25,000
— 0—
400,000

(3)
Differences
Cumulative
Annual

53,333 46,667
138,667 11,333
83,200 (8,200)
54,260 (4,260)
54,260 (29,260)
16,280 (16,280)
400,000

46,667
58,000
49,800
45,540
16,280
— 0—

(4)
48% of Column 3
Cumulative
Annual

22,400
5,440
(3,936)
(2,045)
(14,045)
(7,814)

22,400
27,840
23,904
21,859
7,814
— 0—

In a 48 percent tax bracket, this taxpayer can, by adopting ADR, bor
row $22,400 at the end of the first year, increasing the cumulative loan to
$27,840 at the end of the second year interest-free, with repayment
spread over four years (in the amounts set forth in column 4 for
1974-1976). Depreciation for financial statement purposes need not be
affected. Thus, financial statement depreciation could be $15,000 in 1972
(compared to $100,000 of tax depreciation) and $45,000 a year thereafter if
an eight-year life were deemed reasonable (without regard to the
guideline life of five years or the ADR life of four years).
One great advantage of ADR, then, is a greater amount of first-year
depreciation. In our example, the greater amount is partly the result of
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using a four-year life (instead of five) and partly from being able to take a
half-year of depreciation (instead of one-third) on the August 31 acquisi
tion.
[The balance of the Course Text has not been
included in this illustration.]

ADR Class Life Depreciation Problems
1. Our client has asked us to advise him on the tax effect of changing
“vintage account-1971” from the DDB method of depreciation to (1)
sum-of-the-years-digits or (2) straight-line for the taxable year 1973. The
status of the vintage account as of 12/31/72 is as indicated. Compute the
amount of the depreciation deduction for 1973 under each of the three
methods.
Mention any elections or assumptions made in your computations.

XYZ Construction Company
ADR Assets - Vintage Year 1971
Convention: Half-Year Convention

ADR
Life Method
3
DDB

Depreciation
Reserve
12/31/72
$ 2,333

Cost
$ 3,000

Net
Salvage1
$ 300

00.21

12,000

2,200

5

DDB

6,240

15.1

80,000

6,000

4

DDB

50,000

15.2

20,000

2,000

10

DDB

$115,000

$10,500

Guideline Class
00.22

1Includes Sec. 167(f) reductions as follows:
00.22
$ 300
00.21
1,200
8,000
15.1
15.2
2,000
$11,500

2Includes bonus depreciation of $2,000.
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2. Prepare a separate entry (tax accounting books) to record properly
each asset retirement from ADR accounts in the taxable (calendar) year
1974 for the following items:

Type of Retirement
1) "Ordinary”; vintage
account (1971)

Proceeds
$ 3,000

Cost
$ 6,000
$40,000

Salvage
$1,000
$8,000

Depreciation
Reserve
12/31/73
$ 2,500
$16,000

2) “Ordinary”; vintage
account(1972)

$ 6,000

$ 8,000
$32,000

$2,000
$5,000

$ 4,000
$ 9,000

3) “Extraordinary”;
a) vintage account
(1972)
b) Special basis
vintage year
1972

Amount of
1974
Depreciation
Computed
$ 400
—
$1,000
—

$22,000 (a division sold, includes entire guideline class)
$1,000
$28,000 $4,000
$10,500
$4,000

4) Machine scrapped;
vintage account
(1973)

—0—

5) “Ordinary”; vintage
account (1971)

$

160

—

600

$ 100

$

$16,000

$2,000

$ 1,600

$
$

$ 500
$ 50

$
$

$

500
500

100

400
450

$ 500

$

50

—

$

50
—

Indicate any assumptions or tax elections you made under the ADR
system.
Under the column entitled “Type of Retirement,” there is first a de
scription of the type of retirement. After the semicolon and on the lines
after the top line, there is a description of the vintage account from which
the asset is retired.
[Balance of problems in the course are not
included in this illustration]
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(20 )

20,000

80,000

12,000

3,000

3,8002

20,000

2,400

1,000

Depr.

$115,000 27,200

$

Cost

1971

( ½ year)

86,800

16,200

60,000

9,600

2,000

12/31/71

Cost

Unrecovered

38,413

3,240

30,000

3,840

1,333

1972
Depr.

49,387

12,960

30,000

5,760

667

65,613

7,040

50,000

6,240

2,333

Unrecovered Accum.
Cost
Depr.
12/31/72
12/31/72

20,341

2,592

15,000

2,304

445

DDB

15,615

1,524

12,000

1,646

445

S/L

22,408

2,720

16,668

2,520

500

SYD

1973 Depreciation

1Salvage values are net amounts of salvage, after taxpayer has reduced gross salvage by 10 percent of unadjusted basis, as authorized by
Section 167(f).
2Includes $2,000 bonus depreciation.

$10,500

10

2,0001

15.2

10

(50 )

6,0001 25

15.1

4

(66⅔ )

(40 )

$

20

%_

2,2001

00.21

5

Salvage

Rate
(DBL)

33⅓

00.22

3

1

3001

Guideline
Class

ADR
Life
Elected

Solution: Problem

Illustration 13-3

Illustration 13-3

Computations for Problem 1
Net
Salvage2

$ 300

$ 2,200

$ 6,000

$ 2,000

DDB
Cost
3,000
Reserve 2,333
667
.6667
445

12,000
6,240
5,760
.40
2,304

80,000
50,000
30,000
.50
15,000

20,000
7,000
12,960
.20
2,592

Remaining
1½ yrs
Life1

3½ yrs

2½ yrs

8½ yrs

S/L1

667
.6667
445

5,760
.2857142
1,646

30,000
.40
12,000

12,960
.117647
1,524

SOYD1

667
.7500
500

5,760
.4375
2,520

30,000
.5556
16,668

12,960
.2099
2,720

Best

Note:

Under the ADR system, it is generally best to start out with the
DDB method and switch to the SOYD method at the end of the
second year.1 2 1 2

1 When changing depreciation methods regardless of the first-year convention
adopted, it must be assumed that depreciation was allowed for 1/2 of year in the
first year. Regs. Sec. 1.167(a)-11(c)(1)(iii)(c), (d), and (f).
2 After Sec. 167(f) reduction but before the other 10 percent tolerance under the
ADR system. After ADR, salvage value is ignored in computing annual deprecia
tion, but is taken into account in determining the amount below which an asset
may not be depreciated.
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Solution: Problem 2

1) Regs. Sec. 1.167(a)- $ 6,000
11(d)(3)(iii)
(2,500) Unadj. basis $46,000
3,500 Reserve
21,900
Current year
(400)1
Basis
3,100
Sale Price
3,000
Entry21 1
Dr.
Cash
3,000
Reserve for
depr.

3,000

8,000
(4,000) Unadj. basis 40,000
4,000 Reserve
20,000
(1,000)1
3,000
Entry
6,000
Cash
6,000
Reserve for
depr.

6,000

2)

Current year

3)

28,000
4,000
32,000
11,000
21,000
1,100
19,900
22,000
2,100

Entry
Cash
22,000
Reserve for
depr.
12,100
Equipment
Cain

Cr.

32,000
2,100

1 This depreciation in the year of retirement is in no way significant.

2 The unadjusted basis of an asset retired is removed from a vintage account only
if—
a. The retirement is extraordinary.
b. Gain or loss on an ordinary retirement isn’t recognized because of a special
nonrecognition provision of the Code, such as like-kind exchange rule (Sec.
1031) or corporate liquidation (Sec. 337).
c. The last asset in vintage account is retired.
Thus, a taxpayer who makes an ordinary retirement of an ADR vintage account
asset before the end of the selected depreciation period may continue to take
depreciation on the unadjusted basis of the retired asset.
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Solution: Problem 2 (cont.)

4)

600
100
500
501
450

5) Here the reserve account
(originally $900) would exceed
the asset basis ($1,000) by $60
if the full $160 proceeds is
credited to the reserve account.
Thus, there is a $60 gain.
Estimated salvage is reduced to
zero (difference between the
reserve account ($1,000) and the
basis of the asset
account ($1,000)).

Dr.

Cr.

No Entry Required

Entry
Cash
Reserve
Cain

160
100
60
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Preparation Philosophy of One Firm

As a firm, we are interested both in rendering services and in creating
profits. Individual tax return preparation involves a service that is helpful
to many of our clients and that also can be profitably rendered. However,
there are different classes of tax return clients, and we must be careful not
to offer services to those lower on our priority scale if the effect of render
ing such services would be to reduce our ability to serve those higher on
the scale.

1. First in importance come the “must do’s,” the client-related re
turns. These are the returns of the officers, partners, stockholders, and
the like of our audit and management service clients. If we are not capable
of handling more than this group of returns without doing an inferior job
of servicing these clients, than these should be the only returns that we
handle.
2. In the second layer are the promotional returns. These are the
returns of lawyers, executives of potential clients, bankers, and other
influential people in the community. Since our motives for doing these
returns are connected with practice development, the fees charged
should be carefully reviewed by the partner-in-charge of the office so that
our eagerness to create positive variances does not conflict with the pri
mary reason that we are doing the specific return in the first place.
If the client-related and promotional returns exhaust the ability of the
office to do an adequate job on return preparation, then we should not
take on additional tax return preparation clients.

3. The third layer consists of those clients who have a good potential for
other business. Typical would be the wealthy retired person who could
use estate planning and from whose estate we can anticipate receiving
substantial fees after his death. Note that the differing practices in differ
ent states as to whether banks or accountants prepare estate tax returns
and fiduciary income tax returns may have a substantial impact on the
desirability of this type of client from one office to another. In this same
category is the client for whom we can render a full financial planning
service, including annual personal financial statements (at a date other
than December 31), estate plan updating, and evaluation of tax shelter
alternatives.
With the availability and reliability of computerized tax return prepara
tion systems, it should be possible to expand our tax return preparation
services into this third layer of clients in many more instances than
perhaps was wise in the past. The need for services of this sort will
increase in the years ahead because of a combination of an increasingly
affluent population and inevitably higher tax rates. Our preparation for
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the future should include attempts to establish ourselves in this market
and to put ourselves in a position to service it profitably and effectively.
At the same time, however, it must be recognized that until we have
operating procedures which we are satisfied can handle the “must do” and
the promotional returns, this layer of clients cannot be handled in large
numbers.
4. The last layer of clients are those whose returns we prepare because
of personal relationships with partners or because of the fee involved. We
may not be able to handle this type of return at all during the March
15-April 15 period. It is not that the money is not welcome, but that the
tax return preparation season is jammed into that five-week period. Most
of the clients in the first two categories must be handled during that
period, which means that clients in the third category generally must
have pressure put on them to get their tax data to us prior to March 7 and
clients in this fourth category usually cannot be handled if they get their
data to us after February 20.

Year-End Staffing. At present, it appears that the most effective ap
proach to staffing for tax return preparation is to designate a group of
people on the audit staff as part of the tax cadre sometime in early De
cember. They should be selected on the basis of their handwriting, their
interest in, and competence at, tax return preparation, and their willing
ness to put in overtime and weekend work during the peak of the tax
season. Their training should include participation in the firm’s individual
tax return workshop in the latter part of 1973 plus working through actual
tax return preparation situations (based on 1972 returns in the files). This
training should take place during December and January, but should be
scheduled so as not to interfere substantially with the assignment of these
people to audit engagements.
During February, the tax cadre should be primarily assigned to audit
engagements, but specific individuals, on a rotating basis, should be as
signed to work with the tax department on those returns that come in.
This gives both the individual and the tax department a chance to work
out “bugs” (and eliminate persons who cannot handle this type of work)
before the peak pressure period arrives. The scheduling of the cadre
members requires that they be available exclusively for tax work from
March 15 through April 15. Substantial overtime during the March 15
through April 15 period should not become such an accepted part of the
routine that overtime is being paid for work that could as easily have been
done during the regular work day.
In addition to the cadre, tax personnel, and selected audit partners and
managers, should be scheduled to help with supervision and review dur
ing the peak tax return preparation period. These people should also have
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had the Individual Tax Workshop late in 1973. They should be expected,
if necessary, to lengthen their work week during the peak period.
Tax Staff Responsibilities

1. Review the attached list of your Form 1040 clients classifying each
into one of the four layers discussed in this memo. Plans should be made,
for each Class 4 client, to attempt to:
a. convert the client to Class 3, or
b. set a fixed cutoff date prior to February 20 for getting data from the
client.
2. Set fixed cutoff dates prior to March 7 for each of your Class 3
clients. Failure to meet cutoff dates will mean we will not do the return
until after April 15.
3. Use tax process sheets which will provide space to identify clearly
Class 1 and 2 clients as VIP, thus deserving “red carpet” treatment. No
amount of fee charged a Class 3 or Class 4 client can offset the damage
done by sloppy work, errors, or failure to establish and maintain good
communication channels with Class 1 and 2 clients.
4. Furnish by January 10, 1974—
a. A summary of the number of Form 1040 clients falling into each of the
four categories discussed in this memo.
b. A list of audit persons whom you think should be involved in indi
vidual return preparation and review.
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Training Supplement

Supplementary Readings
Individual Taxes

CCH 1973 Federal Tax Course, Chaps. 2,
4-10*; Josephs, Studies in Federal Taxa
tion No. 2, Tax Planning for Individuals
(AICPA, 1971)

Partnership Taxes

AICPA CPE Course, “Problems of Part
nerships”; Willis on Partnership Taxes
(McGraw-Hill, 1971)

Corporate Taxes—General

Bittker and Eustice, Federal Income Taxa
tion of Corporations & Shareholders
(Federal Tax Press, 1971)

1. Consolidated Returns

AICPA CPE Course, “Consolidated Re
turns,” 1972

2. Subchapter C

Bittker and Eustice, see above

3. Subchapter S

Crumbley and Davis, Organizing, Operat
ing, and Terminating Subchapter S
Corporations (National Textbook Co.,
Skokie, Ill., 1971)

Fiduciary Taxes

Michaelson, Income Taxation of Estates &
Trusts (Practising Law Institute); or
AICPA CPE course.

Estate Planning

IBP Estate Planning Course (cassettes and
workbook)

Estate and Gift Taxation

AICPA CPE Course, “Estate and Gift
Taxation,” 1972

Foreign Taxation

CCH 1973 Federal Tax Course, Chap. 24;
Raby, Income Tax and Business Decisions,
Chap. 17*

* Solutions manual available
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1. U.S. taxation of
foreign operations

Bittker and Ebb, U.S. Taxation of Foreign
Income and Foreign Persons, 2nd ed.
(Federal Tax Press, 1968)

2. Foreign taxation of
U.S. nationals

BNA Foreign Income Portfolios

Tax Shelters

Tax Savings in Investments (Panel Pub
lishers, 1969)

Exempt Organizations

AICPA CPE Course, “Pension & Profit
Sharing Plans,” 1971; Webster, “Tax Prob
lems of Exempt Organizations” (Journal of
Taxation, 1968)

Audit and Appeal
Procedures

Raby, Income Tax and Business Decisions,
Chaps. 18-20; BNA Portfolios 147, 104,
124, 152, 110, 162; Bickford, Successful
Tax Practice (Prentice-Hall, 1967)

13-60

Illustration 13-6

Orientation Agenda for
New Tax-Staff Members

1. Organization of the Tax Department
a. Partners, managers, senior tax specialists, tax specialists, and
staff accountants
b. Relationship with audit staff
• Responsibility for review of returns
• Responsibility for preparation of returns
• Tax accrual review

2. Personnel Procedures
a. Personnel reports
b. Annual salary reviews
3. Staff Training for Members
a. Participation in courses and conferences outside firm
• Reimbursement policy
• Approval procedure
b. Description of firm’s training for audit and tax staff
4. Description of the Firm’s Tax Services
a. Tax returns—preparation and review
b. Tax accruals for financial statements
c. Opinion letters
d. Tax planning for clients
e. IRS examinations
f. Other services
5. Procedure for Preparation, Review and Processing of Tax Returns
a. Distribute and discuss any written procedures that are available
b. Point out where form letters are located
6. Correspondence
a. Opinion letters
b. Routine letters
c. Need to forward copy to audit partner
d. Review procedures

7. Telephone Inquiries and the Need to Prepare Memo for Files
8. Research Material
a. See tax bibliography in the firm’s tax practice manual
b. Distribution of reference material to new staff member
• Master Tax Guide
• Internal Revenue Code and Regulations
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Subscription to tax newsletter
Subscription to tax magazine
Copy of Your Federal Income Tax
Copy of a leading book in a specialized area, for example,
corporate reorganizations and estate planning.
Visit tax reference library.
•
•
•
•

c.

9. Utilization of Office Facilities
a. File room (filing procedures on tax returns, tax work papers,
correspondence, audit work papers and audit reports)
b. Typing procedures—use of secretaries
c. Supply room
d. Tax library
10. Tax Calendar
a. Where it is located
b. How it functions
11. Billing
a. Assisting audit manager
b. Preparation of billing memoranda for tax clients

12. Time and Expense Reporting
a. Procedure for time reports
b. Expense reports
• Advances
• Client versus firm
• Examples: supper money, mileage, carfare, and luncheons.
13. Miscellaneous
a. Notification as to whereabouts
b. Vacation, sick time and overtime
c. Introduction to staff
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Illustration 13-7 Duties and
Responsibilities of the Tax Specialist

The tax specialist is usually assigned to engagements where he is super
vised by the more experienced members of the firm. It is from them that
he gains the valuable on-the-job experience that enables him to develop
his professional skills and creative abilities ever further. As he does so,
and gains greater knowledge of tax law in the process, he will gradually
assume more duties and greater responsibilities.
Some of the varied assignments he may have include the preparation,
and/or the review of tax returns; research projects in specific tax cases;
assembly of data for use in connection with tax audits; special tax analyses;
or performance in different aspects of tax department procedure.

Familiarity With the Firm

Our tax specialists will quickly become familiar with the firm’s organiza
tion, as well as its practices and policies in professional, administrative,
and tax service matters. In-house workshops and various firm publications
will aid in his development.
There are three basic policies of which the tax specialist must be aware.
We bring them to your attention here, because of their great importance:
1. The relationship between the firm and its clients is a private one. The
information you obtain in connection with your work on an engage
ment, as well as the material contained in our files relative to any
client, is restricted to use in serving that client.
2. All firm reports, tax returns, and any letters relating to matters of
internal policy, must be signed by a partner or principal. Signatures on
other correspondence may be delegated by the partner-in-charge of
the engagement.
3. Tax practice is an advocacy procedure, which means that we try to
obtain for our clients every tax benefit to which they are entitled, while
remaining firmly within the bounds of our professional code of ethics.

On an Engagement

Though his involvement in any particular assignment may vary from
the standpoint of specific responsibility, the tax specialist should observe
these preliminary steps:

1. Make sure he clearly understands what is expected of him, and how
and when it is to be done, before beginning work on the project.
2. Report immediately to the person responsible for the engagements any
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developments which might affect his ability to complete the assign
ment or to finish it within the estimated time.
3. Adequately document all work performed. Working paper schedules
should meet the standards listed in the firm’s “Accounting and Audit
ing Manual.”
4. Unless instructed otherwise, the tax specialist should not discuss the
project on which he is working with anyone outside of the tax depart
ment.
5. Attempt to organize his own work schedule so that he is only handling
one project at a time. Where the assignments given to a tax specialist
result in an excessive work load, he should confer with his superior.
Should a period of unassigned time develop, he should notify his
superior at the first opportunity. Pending further assignment, he
should use his time for professional self-improvement.

Personal Development
The tax specialist will improve his own competence, skill, and judg
ment in whatever way is possible. Through his active participation in the
firm’s educational programs, and through his own conscientious efforts,
he is expected to improve his personal qualifications for advancement.
In larger offices, the title of tax specialist is subdivided into two
categories: There is the tax assistant, which represents the entry level into
the tax department and there is the tax specialist, which then represents
someone with tax practice experience gained in our firm or elsewhere.
Among the areas where he should seek further knowledge are those of
accounting principles and auditing procedures, as well as current de
velopments in both of those fields. He should have a broad comprehen
sion of the substantive body of tax law, and an intimate familiarity with the
tax controversy process. In addition he should cultivate the ability to
communicate effectively with both the written and spoken word.
The firm encourages all members of the tax staff to become certified
public accountants at the earliest possible date. Since state board re
quirements vary, you would be advised to learn which of them apply in
your case.
Though it is not required, we also urge those of the staff who are
nonlawyers to prepare for the annual examination that would admit them
to practice before the U.S. Tax Court. For information regarding the Tax
Court Examination, write:
Admissions Clerk
U.S. Tax Court
Box 70
Washington, D.C. 20044
Ask for Forms 1-A and 1-B.
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Illustration 13-8 Check Sheet for Use in
Review of Written Tax Reports

Written Performance Inventory
Reader's Level

□

□ Too specialized in approach

□ Assumes too great a knowl
edge of subject
□ Underestimates reader and
belabors the obvious

Sentence Construction
□ Unnecessarily long in dif
ficult material
□

Subject-verb-object word
order too rarely used

□ Choppy, overly simple style
(in simple material)

Paragraph Construction
□

Lack of topic sentences

□ Too many ideas in single
paragraph
□ Too long
Familiarity of Words

□ Inappropriate jargon

□

Pretentious language

□ Unnecessarily abstract
Reader Direction

□

Lack of “framing” (i.e., fail
ure to tell the reader about
purpose and direction of
forthcoming discussion)

□ Inadequate transitions be
tween paragraphs
□ Absence of subconclusions
to summarize reader’s prog
ress at end of divisions in
the discussion

Focus
□

Unclear as to subject of
communication

□

Unclear as to purpose of
message

Mechanics
□ Shaky grammar

□

Faulty punctuation

Format
□ Careless appearance of
documents
□

Failure to use accepted
company form

Coherence

□ Sentences seem awkward
owing to illogical and un
grammatical yoking of unre
lated ideas

Failure to develop a logical
progression of ideas through
coherent, logically jux
taposed paragraphs

1. UPWARD
COMMUNICATIONS

Motivational Aspects
□ Orders of superior seem ar
bitrary

□ Superior’s communications
are manipulative and seem
ingly insincere

Preparation
Tact

Failure to recognize differ
ences in position between
writer and receiver
□ Impolitic tone; too brusque,
argumentative, or insulting

□

Supporting Detail

□ Inadequate support for
statements
□ Too much undigested detail
for busy superior

□ Inadequate thought given to
purpose of communication
prior to its final completion
□ Inadequate preparation or
use of data available

Competence

Subject beyond intellectual
capabilities of writer
□ Subject beyond experience
of writer
□

Fidelity to Assignment
Opinion

□ Adequate research but too
great an intrusion of opin
ions
□ Too few facts (and too little
research) to entitle drawing
of conclusions
□ Unasked for but clearly im
plied recommendations

Attitude
□ Too obvious a desire to
please superior
□ Too defensive in face of au
thority
□ Too fearful of superior to be
able to do best work
2. DOWNWARD
COMMUNICATIONS

Diplomacy
□ Overbearing attitude to
ward subordinates
□ Insulting and/or personal re
ferences
□ Unmindfulness that mes
sages are representative of
management group or even
of company
Clarification of Desires

□

Failure to stick to job as
signed

□ Too much made of routine
assignment

□ Too little made of assign
ment
Analysis
Superficial examination of
data leading to unconscious
overlooking of important
pieces of evidence
□ Failure to draw obvious
conclusions from data pre
sented

□

□

Presentation of conclusions
unjustified by evidence
□ Failure to qualify tenuous
assertions

Failure to identify and jus
tify assumptions used
□ Bias, conscious or uncon
scious, which leads to dis
torted interpretation of data
□

Persuasiveness

□

Seems more convincing
than facts warrant
□ Seems less convincing than
facts warrant
□ Too obvious an attempt to
sell ideas

□ Confused, vague instruc
tions

□

Superior is not sure of what
is wanted
□ Withholding of information
necessary to job at hand

□ Too blunt an approach
where subtlety and finesse
called for

□

Lacks action-orientation and
managerial viewpoint
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Illustration 13-9 Excerpt From California
CPA Foundation Program in Communication

Techniques of Effective Written Communication
1.

Think Before You Write
a. Know the purpose of your letter
b. Assemble your facts beforehand

2.

Organize Your Presentation Logically
a. Give an overview in your opening paragraph
b. Use paragraphs to set off major thoughts
• Put the main ideas in the first sentences of your paragraphs
• Other ideas should relate to the main ideas
c. Wrap it up in the final paragraph
• Project a sense of completeness
• Leave the reader with a positive feeling about your message

3.

Write for Your Reader
a. Use a natural writing style
b. Avoid words with multiple meanings
c. Use specific rather than abstract words

4.

Use Words Objectively
a. Consider the emotional meaning of words
b. Separate fact from opinion

5.

Write Concisely
a. Avoid compound sentences
b. Make your point; don’t repeat yourself
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Client Tax Bulletins
Purpose of Bulletins
The primary purpose of a client bulletin is to provide clients
with pertinent information. There is no lack of material—literally
thousands of items a year, including new laws, cases, regulations,
rulings, and procedures—about which any given taxpayer should
be aware. Where a considerable number of clients are presently
or potentially affected, any new developments should be con
sidered for inclusion in some sort of regular communication to
them. (Where only one or a few clients are involved, inci
dentally, a more personalized communication is desirable. One
approach is to make a photocopy of the pertinent item, circle it
in red, and send it to the client with a handwritten and signed
personal note, suggesting that it might be of interest to him.)
The CPA’s clients are taxpayer-citizens, not just taxpayers. As
citizens, they have certain civic responsibilities. As an expert on
taxes, the CPA also has certain civic responsibilities. The client
bulletin can, therefore, be used to educate clients about tax mat
ters on a national policy level, as well as on a planning and prac
tice level. This needs to be handled very deftly, since clients are
of all shades of political persuasion and any heavy-handedness
in something like this can offend. While an offended client may
not leave the firm forthwith, it will be much easier for him to
find fault. Ultimately he will find it not too difficult to persuade
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himself that the CPA is incompetent. As to passing out forecasts
on the trend of the economy, how the stock market will do, or
things of that sort, the best advice can be expressed in one word:
don’t. The CPA should stick to what he knows.
In a way, the CPA owes his clients the type of information that
a client bulletin can give them. Clients receive a wide variety of
tax “information” from newspapers and business periodicals.
Much of this is grossly oversimplified and focuses on gimmicks
of doubtful planning value. Clients need some counterbalance to
this diet of “tax mush.”
Frankly, though, that is not the only reason that many CPAs
issue a client bulletin. The client tax bulletin is an excellent pro
motional device for a tax practice.
A Promotional Illustration
Here is an example of how a client tax bulletin, in conjunction
with a number of other factors (one of which is a certain amount
of luck) helped one practitioner.
On the CPA’s mailing list for the client bulletin was a success
ful attorney. One of the attorney’s clients, a wholesaler, was dis
satisfied with the fee he was paying to have his tax returns pre
pared. The attorney sent the wholesaler a copy of the CPA’s tax
bulletin together with a scrawled note, “You might talk to John
Doe [the CPA].”
The wholesaler called. The CPA looked over his previous
year’s tax return, and told him quite frankly that he wouldn’t be
able to prepare his return for any less than he had been paying.
He also told him that the nature of his business and investment
activities indicated that his real tax problem was one of plan
ning rather than of merely preparing returns. They parted rather
inconclusively, but the wholesaler did ask to be put on the tax
bulletin mailing list.
Some six months later, the tax bulletin had an item dealing
with holding companies that weren’t personal holding companies.
The gist of the article was that by mixing dividend-paying stocks
(eligible for the 85 percent dividends-received deduction) and
cattle feeding operations some substantial tax savings were avail
able. This struck the wholesaler as applicable to his own situa-
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tion. He engaged the CPA to work out an analysis of how such a
setup might affect him. Within a year, the CPA was doing all of
his tax work. Within two years, he was sitting in on prospective
deals from the moment that the wholesaler decided he was se
riously interested.
One of these proposed investments involved a corporation in
a distant city. As the result of the CPA’s suggestions, the client’s
investment participation was changed from common to preferred
stock. Due to the provisions inserted relative to the preferred
stock, the client was able to liquidate his investment about 18
months later when the corporation started to have financial
trouble. The officers of the corporation were impressed enough
with the CPA’s acumen by then that he was engaged to handle
the tax aspects of the reorganization that followed.
The tax bulletin helps to build client tax consciousness. This
does not happen overnight, but it does tend to increase the num
ber of clients who bring proposed transactions to the CPA while
matters are still fluid enough so that tax consequences are con
trollable. Tax work at this level calls for competence and imagin
ation. It also justifies fees at a level far higher than mere tax re
turn preparation. And, as illustrated above, by bringing the CPA
into contact with the client’s business associates (for example,
the wholesaler), the bulletin broadens the circle of potential
clients.
What are some of the other advantages of a client bulletin?
For one thing, it reinforces the image of the CPA. Clients and
associates are already aware that he knows about taxes, but there
is something about seeing things in black and white that is im
pressive. So many people cannot express themselves well that
they tend to admire and respect those people who can who are
not in direct competition with them. Since the CPA’s ability to
communicate ideas and arguments, both in person and in writing,
is important in tax practice, the client bulletin is one way of re
minding people that he is skilled at this sort of thing. And, of
course, for the person who is not a client at all (for example, an
attorney) or who is an occasional client, the bulletin is a not-toosubtle way of reminding him regularly that taxes are the CPA’s
business. The comment made later in this chapter on the ethical
restrictions on mailing tax letters, however, should be noted.
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Mechanics of the Bulletin
Bulletins come in all sizes and shapes. Some, like the telephone
bill, are on a monthly schedule. Others are issued only on special
occasions. One client bulletin was a prepublication release of a
weekly tax column written by the particular tax man. Majority
preference seems to be for a monthly bulletin—although on occa
sional months the bulletin may be skipped. While the skipping
of the bulletin is usually due to the press of other business, it is
interesting to note how many clients will notice they didn’t get
their tax letter last month.
If the CPA has not utilized a client bulletin before, he may be
appalled at the task of sitting down and writing something for
his clients. The blank sheet of paper inhibits any ability at ex
pression which he might have.
One starter is to review the current month’s tax reports, select
the three most interesting or important items, and then write
these up. With a calendar of tax due dates added, a client tax
bulletin is assembled. This approach will help the CPA start and
yet not trap him into using a “canned” bulletin that conveys
nothing of his own thinking and personality. Some bulletins are
purple-copy productions run on an office ditto machine; others
are mimeographed. Today, the majority of bulletins are produced
either on multilith or by offset. Printing is cheap enough so that
there is no reason for not producing good-looking copies. For
500 copies, depending on whether the master is typed or a
photomaster is made from typed copy, costs run from $9 to $15
per page. If the CPA owns his own equipment, the out-of-pocket
production cost is negligible.
Addressing the bulletins can be a major chore if not properly
handled. Addressing could be done by an outside letter shop.
But it seems undesirable to many CPAs for outsiders to have ac
cess to a client mailing list. A metal-plate addressing machine
(for example, Addressograph) can be used to address not only the
bulletin, but also invoices and the like and year-end withhold
ing statements, if the office prepares these for some clients. Plates
can be prepared outside for about ten cents each. Even more
economical, but somewhat lacking in appearance and in other
applications, are various types of spirit addressing machines and
an addresser that operates like a mimeograph machine. Ease of
preparing the address master and lower initial costs of the ma
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chine are the main advantages of these methods. One of the
spirit addressing outfits can be had, complete, for under $15.

Ethics and Bulletins
The ethical aspects of client bulletins are often misunderstood.
Interpretation 502-7, of the AICPA Code of Professional Ethics,
points out that newsletters for staff and clients “serve a useful
purpose.” Distribution of a tax letter would be proper to clients,
to other individuals with whom professional contacts are main
tained, such as lawyers and bankers, to nonclients who specif
ically request it, and to educational institutions. Of course, mail
ing bulletins prepared by others in such a fashion as to make
them appear to have been prepared by the CPA himself, such
as having his name imprinted on a commercially prepared tax
letter in the fashion of many bank trust departments, would not
be proper (Interpretation 502-8).
If a nonclient wants to be added to the mailing list, the only
safe thing to do is to have him send a written request. One firm
has preprinted cards that it uses for this purpose. Its tax bulletin
is thus mailed to a substantial number of office equipment sales
men and insurance salesmen who have requested it, as well as
attorneys, bank officers, and similar business associates.
“Canned” Bulletins
There are quite a few preprinted “canned” bulletins on the
market. So long as the CPA makes quite clear the fact that the
bulletin is not prepared by him, he may use one of these. There
are three arguments, however, against this. First, the CPA learns
far more from writing the bulletin than his clients ever do from
reading it. Second, a canned bulletin adds little to the CPA’s
prestige. Third, the canned bulletin can’t reflect local peculiari
ties, and catering to local interests is the CPA’s big stock in trade.

Contents of Bulletins

At certain times of the year, the CPA may want to stress cer
tain subjects in a tax bulletin. In November, some firms discuss
year-end tax planning. December bulletins often include some
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thing on year-end security transactions. In January, many CPAs
remind people of estimated tax revisions. For some firms, a return
preparation data sheet or checklist accompanies the January bul
letin. In states that have an April 1 property tax assessment date,
the March bulletin may discuss ways of keeping property tax as
sessed valuations at a minimum. If a lot of clients are, or should
be, interested in a tax topic, it should be discussed in the bulletin.
A sample of the client bulletin put out by one firm is set forth
in Illustration 14-1. A smaller one-office firm keeps its monthly
bulletin to one page. That page is punched to fit a three-hole
ring binder, and the firm provides its more important clients and
associates with an imprinted white vinyl notebook with the firm
name in black and the legend “Tax Newsletter” on both the spine
and the front of the notebook. Each issue of the tax newsletter is
signed with the first name of the firm’s tax partner. The one-page
tax newsletter covers from three to six topics, four being the aver
age of 28 issues that were reviewed. The items are written to
emphasize the client’s point of view. Thus, a write-up on a new
law making third parties liable for unpaid withholding taxes
concluded by warning: “Make certain that withholding taxes are
paid or you will end up paying them!” An item on incorporating
a business pointed out, “To us, the greatest single benefit of in
corporating is that advantage can be taken of pension or profitsharing plans! So what about your business? Talk to your attor
ney and your accountant!”
Another firm has a different approach to their bulletin, labeled
“To Our Clients.” Their issues appear at irregular intervals. One
issue discussed the suspension of investment credit, limitation of
accelerated depreciation, new minimum wage rules, and the new
personalization of withholding rules. Two months later, their bul
letin discussed key tax legislation items of importance as well as
the then new semimonthly deposit of withholding tax rules which
had then been extended to cover deposits as low as $2,500. The
next issue, six months later, contained three pages of discussion
of the travel and entertainment expense rules, including one page
of sample record keeping. The bulletins have the firm’s signature
reproduced at the end, as it would appear in a letter.
A Philadelphia firm notes at the bottom of their one-page let
ter: “This bulletin is distributed for the confidential use of our
clients only.” Their bulletin takes a positive approach to imple
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menting their suggestions, one letter concluding, “Should you
want more information concerning any of these items, please do
not hesitate to get in touch with us.” A Virginia firm prints across
the top in half-inch high letters the legend, “Advice and com
ment,” and then underneath in smaller type, “A Series of Bul
letins on Pertinent Business Topics—Published Periodically as a
Service for our Clients.” The bulletins themselves are one-page
items, and at the bottom of that page is reproduced the letter
head of the firm, with the date of the bulletin centered below.
One issue discussed tax-sheltered retirement plans for the selfemployed, enclosed a pamphlet with more details, and concluded,
“If you would like to discuss setting up such a plan, we will be
glad to hear from you.” A New Jersey firm discussed their use of
computer-prepared tax returns in their bulletin which, inciden
tally, has emblazoned across the bottom of its one page, “This in
formation is distributed as a service to our clients.” The follow
ing statement appeared in this bulletin. “We are now in our
third year of preparing individual income tax returns by the use
of a computer service bureau. Based upon our experience, we
are extending the use of the computer to a greater portion of tax
returns. The computer has proved to be accurate, confidential,
and is an excellent method of preparing a return that will be re
viewed by the Service’s own computer. We still process all re
turns through our own CPA review section, both before and after
the computer performs the mechanical function of calculating
and collating. Now the accountants can concentrate on your tax
and accounting problems and not spend valuable time on the
clerical functions. We hope that you will share our enthusiasm
in this step forward.”
In addition to being good public relations, a notation like this
in the client bulletin disposes of what many accountants feel is
an ethical problem in using computers on client returns. They
feel that transmission of the client’s data to an outside agency, no
matter how anonymous the functioning of that outside agency
may be, is improper without the client’s being informed of what
is being done and giving his permission, at least passively or im
plied. The bulletin announcement appears to have effectively
met this particular ethical problem in an efficient and positive
manner.
Many firms that put out bulletins are more than happy to add
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other CPAs’ names to their mailing list in exchange for receiving
copies of other CPAs’ bulletins. From the bulletins thus obtained,
the CPA can glean many ideas that can be adapted to his own.
Thus, even a good bulletin can get better, while a new bulletin
can gain input on which to grow and develop.
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Illustration 14-1 A Monthly Tax Bulletin

Tax Bulletin
August 1973

Not What You Do, but How You Do It!
Goodfellow Services (which started out with only $1,000 of capital) now
has more cash in the bank than it needs—so much, in fact, that it may
have trouble justifying accumulating earnings. Its sole stockholder, Tom
Goodfellow, draws an $80,000 salary—a figure arrived at as reasonable in
a tax audit last year. The corporation expects to net $70,000 after taxes in
1973, and Tom wants that $70,000 plus $5,000 of prior earnings to pay
$75,000 to the United Fund. If he has the corporation pay him the
$75,000 as a dividend, his charitable contribution deduction will offset the
dividend income and leave him with no net tax cost. And the corporation
will have eliminated a potential 1973 penalty tax of $19,250 for unreason
able accumulation of earnings.
A better way? Let Tom donate $75,000 of his stock in Goodfellow
Services to the United Fund. The Fund does not want to hold the stock
permanently, of course, so Tom, on behalf of Goodfellow Services, and
not pursuant to any prearrangement, will be receptive to the Fund’s offer
to sell the stock back to the corporation. The corporation will buy the
stock in order to eliminate any possible problems and expenses arising
from litigative minority shareholders. The corporation pays $75,000 to the
Fund—and everyone is in the same economic posture as before, except
for taxes. The Fund has $75,000, while the corporation has paid out
$75,000. But look at the difference in Tom’s tax picture! Now Tom reports
no dividend income although he still deducts a $75,000 charitable con
tribution, which now will offset $40,000 of his 1973 salary income and
leave $35,000 to be carried over to offset 1974 salary income.
What about the corporation’s unreasonable accumulation of earnings
problem? The IRS still does not agree, but given these facts, the effect of
the stock redemption on the corporation’s earnings subject to the penalty
tax is nearly the same as would result from payment of a dividend, accord
ing to the Tax Court.

Constructive Receipt—An IRS “Fiction”?

The “doctrine of constructive receipt” has often been invoked by the
IRS to prevent taxpayers from shifting income to different taxable years.
Recently, the trustee for an incompetent had income placed in escrow
and paid out over a two-year period. The Service frowned, saying the full
income was taxable in the year it was “constructively received.” A U.S.
14-11

Illustration 14-1

district court, however, takes a different attitude, as follows. A corpora
tion that always reported investment income on a cash basis agreed to a $2
million sale of some stock it owned. The arrangement was finalized in
November; the next day, the controller informed the board that the com
pany would have an operating loss for the current year, and it would thus
be better taxwise if the sale took place next year. Immediately the board
rearranged the sale so that only a token payment would be received in the
current year, with the balance receivable January 3rd of the next year.
The buyer agreed. Again, the Service said No: it was a sale in the current
year, fully taxable as “constructively received.” But a U.S. district court
blessed the arrangement, saying, “[the corporation] can only be taxed on
cash received . . . without regard to the fiction of constructive receipt.”
While the case looks like a smashing taxpayer victory, it is, in fact, not
yet a strong precedent. The constructive receipt doctrine has been
supported by many decisions and is a useful weapon of the IRS in curbing
taxpayer abuses. Also, this was a district court case, quite a bit of money
was involved, and appeal seems likely.
Planning Pension Plans.

Senator Sam Ervin may have top billing on TV, but there are other
storm centers in the Capitol. The Administration brought in its pension
plan proposals, Senator Javits brought in his proposals, and three differ
ent committees got into the act, with Representative Wilbur Mills still to
be heard from. Major proposals included more generous treatment for
sole proprietors, earlier and tighter “vesting” provisions, and specific
funding requirements. The most popular idea was a provision for pension
savings by individuals; the most controversial ideas were the concept of
“portability” of plans and the suggestion that vested benefits be “in
sured.” But the biggest storm of all was political—with serious implica
tions for businessmen. What agency will be in charge?
Businessmen favored the Treasury, pointing out that the IRS has long
experience in pension plan administration. Unions favored the Depart
ment of Labor, claiming that the primary administrative responsibility is
protection of the workers’ interests. The American Life Insurance Associ
ation came up with the idea of a new federal agency.
There is jurisdictional conflict already. For example, after a union re
jected coverage under a pension plan, a court held the plan “discrimina
tory” taxwise because it didn’t cover union members (and a recent re
venue ruling restated this position). IRS expertise is highly overrated:
reporting requirements are confusing, qualification decisions vary from
district to district, and administration is uncoordinated. On the other
hand, Labor Department reports demand statistical information seldom
available from normal accounting records. Horrible thought—suppose
they give administrative authority to both\
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More Pension Plan Requirements.

As noted in the item above, the Department of Labor is already in the
pension plan business. Form D-1S, applicable to all administrators of
pension plans who have previously filed the plan description form D-1
(required for all plans with more than 25 members), should have been
filed by July 31. We understand an extension will be granted upon re
quest. It should be filed with the Office of Labor Management and Wel
fare Pension Reports, U.S. Department of Labor, Washington, D.C.
20216.

A Long Drive to Work? Supreme Court Is Sorry, but . . .
Consider for a moment the plight of the Tax Court with the split per
sonality. As a national court, it hears cases from all over the country;
however, appeals from its decisions are heard in different circuits, each
sitting as a law to itself. The Tax Court announced that it would follow
precedent set in the particular circuit to which appeal would lie. An
airline pilot deducted the cost of commuting to the airport on the theory
that the need to transport his flight bag and overnight bag qualified it as
“an ordinary and necessary business expense.” The IRS ruled this out,
but the Tax Court accepted it because there was favorable precedent in
the Second Circuit. Subsequently, the pilot was transferred to Texas. He
claimed the expense, the IRS ruled it out, and the Tax Court this time
agreed with the IRS since the Fifth Circuit had precedent against the
taxpayer.
The Supreme Court of the U.S. has now resolved the Tax Court split. It
agreed with the Fifth Circuit that “there was no rational basis for any
allocation between the nondeductible commuting component and the
deductible business component of the total expense.” Commuting ex
penses just aren’t deductible unless you normally use public transporta
tion, using your auto occasionally only because you must transport tools.

Early Retirement May Set Up Claim for Refund.

If you retired early because you were disabled, and if your employer
has a “mandatory retirement age,” have you excluded $100 a week of your
disability pay? If not, claims for refund may be in order. The IRS has
contended that disability pay ends at the date of early retirement and
payments received thereafter are fully taxable as pensions. As we have
mentioned in prior bulletins, there is now a line of cases holding that the
disability pay continues until mandatory retirement age and the sick-pay
exclusion applies. If you fall into this group, and if you have not been
reporting a sick-pay exclusion, don’t hesitate to change. Each tax year
stands on its own. Claim your refund on open years and report correctly
this year—whether your claim is honored or not.
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Phase-to-Phase With Price Controls.

The freeze remains until August 12 for all business except food and
health service. Health service reverted July 18 to the mandatory Phase III
controls. Food prices, except beef, may be increased dollar for dollar to
reflect raw agricultural cost increases. Beef remains frozen until Sep
tember 12. Phase IV regulations, effective August 12, exempt businesses
with 60 or fewer employees, public utilities, lumber, plywood, and the
price of long-term contract soft coal. Companies with annual sales of $100
million and up must notify the Cost of Living Council 30 days before a
price increase. Sales of over $50 million annually require quarterly re
ports to the CLC. Wages will allegedly be controlled within the
framework of Phase II’s 5.5 percent plus fringes. In general, price in
creases will be limited to a dollar for dollar pass-through of cost
increases—no markup! The effect, of course, is to reduce both net and
gross profit percentages but not reduce current dollar profits. Despite
Phase IV procedures to “decontrol” specific industries, you should plan to
cope with the new rules for the indefinite future.
Creative Tax Thinking (Summer Is Silly Season).

First, there was the construction contractor who bid a paving job for a
city. The arrangement included an agreement that the city would allow
the contractor to use gravel from a city-owned pit. The contractor in
stalled equipment, mined the gravel it used on the paving job, sold a little
gravel to outsiders (acceptable under the contract) and, on an amended
tax return, claimed a $6,000 deduction for percentage depletion on the
gravel it had mined in the city pit. The court of appeals found that the
contractor lacked an “economic interest” in the mineral deposits.
There was also the case of a taxpayer whose sexual habits were such that
he had to spend over $4,000 in attorneys’ fees to defend himself (unsuc
cessfully) on criminal charges. He then claimed this amount as a deduc
tion on his tax return as a “casualty loss.” The Court of Claims judicially
remarked, “While this might be [a casualty] in the broad sense of the
word, . . . the Code does not envision this as a casualty within Sec. 165.”

A Dividend for Sweet Charity.
Educational leaders at Bigtown University wanted to expand the ac
tivities of its law school. They envisioned a law center as a molder of
opinion, a mover for reform and simplification of the law, and a force in
community affairs. The University’s school of law was to be the core of the
center. To bankroll the project without pledging University credit, New
corp was formed. Newcorp took over and operated a prosperous business
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concern for the avowed purpose of furnishing funds to the University.
Stock in Newcorp was held by the law school dean and interested indi
viduals in a voting trust. The University also created Legal Foundation,
Inc., a tax-exempt corporation, to build and administer the law center.
Newcorp made payments to both the Foundation and the University for
five years, charging them off as charitable contributions. The IRS stepped
in to say, “No, the payments were nondeductible dividends.” Newcorp
argued that it didn’t see how they could be dividends since the payments
were not made to shareholders. An appeals court brushed past this minor
technicality, saying that the University was the “beneficial owner” and
the payments were, indeed, “constructive dividends” and not deductible.
Tax Briefs.

Senator Frank Moss has proposed a tax on autos based on the amount of
gasoline they use. Proceeds to a program to develop more efficient en
gines with less pollution. . . . The President signed the bill eliminating
the “head tax” at airports which caused such squabbling among govern
mental authorities. . . . The American Institute of CPAs has commented
on the IRS proposed rules on full absorption method of inventory account
ing. Generally, the change is favored, but the Institute wants explicitly to
retain the statutory current deduction for taxes and other items. . . . IRS
has considered the matter of medical students financed by state loans
who, after graduation, practice in rural areas and have a portion of the
loan “forgiven” each year. The amount forgiven is “income” in the year of
forgiveness. ... It also ruled that, when a partnership incorporated, an
nuity contracts of the partnership’s pension plan surrendered for new
contracts under the corporation’s plan did not constitute a premature
distribution. ... A taxpayer owned two corporations, but one was in
trouble. He advanced funds to it, but it finally went under. He then
advanced money to pay off the creditors. In an interesting decision, the
Tax Court ruled that some of the bad debts were business and some were
nonbusiness, depending upon the taxpayer’s motivation. Only advances
to pay off creditors (after ceasing operations) got business bad debt
treatment. . . . And there is another case helpful to taxpayers regarding
expense of an office in the home. The deductible portion of the expense,
says the Tax Court, is the ratio of hours of business use to total hours of
use, rather than to the 24 hours in a day as claimed by the IRS. . . . Not
so helpful was the case of the taxpayer who deferred gain on the sale of his
residence while building a new mansion. He occupied the guest house
because it took over two years to complete the mansion. “No go,” said the
court of appeals; the statute requires occupancy within 18 months (in the
case of construction)—lacking occupancy, no deferral of gain.
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Review of Tax Accrual
The Threshold Question
The question that is usually posed at the threshold of a dis
cussion of tax accruals is, What is the conceptually “correct”
amount of federal income tax expense to show on the financial
statements for a given period? The answer is, That amount of in
come tax which it is estimated must ultimately be paid as a
result of the operations and events of the current year, whether
that payment is made currently, or whether some part of the
amount estimated to be due is indefinite as to date of payment.
This amount of tax can, in turn, be broken down into three
components:
1. The amount of tax shown on the income tax returns being
filed.
2. APB Opinion No. 11 adjustments for timing differences.
3. Adjustments that reflect a best estimate of the outcome of
possible tax controversies that may arise relative to the cur
rent-year income tax returns.

APB Opinion No. 11 Timing Differences

The timing differences involved here cover situations in which
a particular amount affects taxable income in a different period
than it affects financial income. “Timing differences,” says APB
Opinion No. 11, “originate in one period and reverse or ‘turn
around’ in one or more subsequent periods.” The effect can be
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either to increase or to decrease income taxes that would other
wise be payable currently. Timing differences are distinguished
from “permanent differences,” which are those that will not
have offsetting differences in other periods. Thus, use of the
installment method for tax purposes and the accrual method for
financial statement purposes produces a timing difference, where
as the excess of percentage depletion over cost depletion, once
basis has been recovered, is a permanent difference that cannot
turn around.
Part of the review of tax accrual is concerned with the proper
reflection of these timing differences, as well as the proper treat
ment of differences that are neither timing differences nor truly
permanent differences, but which are treated as permanent dif
ferences, such as certain undistributed earnings of foreign sub
sidiaries and DISC corporations (the latter deferred 50 percent
only) for which no tax provision is normally made.
Provision for Possible Deficiencies

The deficiencies that are proposed in connection with the
audits of corporate tax returns fall into two categories:
1. Those deficiencies that result only from timing differences,
such as requiring that tax be paid currently on advance payments
of income or reducing the amounts of depreciation allowed in
the current year.
2. Those deficiencies that result from matters that are not
differences in timing, such as the imposition of a penalty surtax
under Sec. 531, the disallowance of officers’ salaries in part as un
reasonable compensation, the disallowance of interest paid on
the basis that it was incurred to carry tax-exempt securities, the
utilization of net operating losses in connection with tax-free
reorganizations or liquidations of subsidiaries, the classification
of gain as capital or ordinary, the personal holding company
status of the taxpayer, the reallocation under Sec. 61 or Sec. 482,
or the disallowance of multiple surtax exemptions.
This list is intended to be illustrative and not all-inclusive. Il
lustration 15-1 sets out a longer list of both timing and permanent
differences.
15-2

Timing Deficiencies
Should accruals be provided for potential timing differences?
For example, if there is a high probability that the current de
duction for repairs will be adjusted in a few years by the IRS
as a capitalization, should the current year’s accrual include
provision for this possible future liability?
Generally, this would not be appropriate because (1) there is
no real liability and (2) the change has no relation to the current
year’s income. The result of an accrual would be to record a
deferred tax debit and a noncurrent tax liability, having no ef
fect on income and having no net effect on stockholder’s equity.
This would be similar to accruing future expenses by debiting
prepaid expenses, a practice that is not followed. An exception
to this general statement would be necessary where working
capital would be significantly affected, such as where an adjust
ment by the IRS is imminent, requiring a current tax accrual off
set by a noncurrent deferred tax debit, or where it did not seem
reasonably certain that the current deficiency would be offset by
a future tax benefit.

Deficiencies Not Due to Timing

The major concern of the CPA should, therefore, be with
possible deficiency adjustments that do not merely involve tim
ing differences. For example, the imposition of a penalty surtax
for unreasonably accumulating earnings results in an increase
in the income tax expense for the period to which that surtax
relates and no offsetting tax benefit in any future year. The pos
sibility of material understatement of income tax expense or of
tax liability, in those situations where it is anticipated that the
corporation will continue to earn income and pay income tax,
will normally arise in situations that fall into this category.

Alternative Methods of Providing for
Tax Liability Accrual
What are the alternatives faced by the CPA in his role as inde
pendent auditor when he seeks to evaluate the reasonableness
of the tax liability accrual? In the discussion that follows, it is
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assumed that deferred taxes arising from APB Opinion No. 11
timing differences will be reflected in all alternatives.
Alternative 1—Show Only the Tax Return Liability

The major justifications for providing a liability amount that
is the same as the amount disclosed on the federal income tax
return are that (1) the amount of any additional deficiencies
would not be material and (2) the provision of a liability that
is not explained by specific items of tax deferral can only serve
as an invitation to the IRS to audit the return more intensively
in the hope of discovering the specific tax items which the
auditors have already set up as additional amounts due the
government over and above the amounts admittedly due.
One defect in the materiality argument is that most of the
practitioners advancing it do not attempt to calculate the amount
of any possible income tax deficiencies arising from the trans
actions of the particular year, and thus are assuming that the
possible deficiencies would not be material, instead of determin
ing what the amount of the deficiencies might be and then re
solving that the amount is not material. Certainly, the argument
of materiality is not one that should be dismissed, but the use
of the concept of materiality to avoid determining whether some
thing is, in fact, material is an example of circular reasoning.
The contention that a revenue agent will seize on the amount
of the excess tax accrual as an incentive to conduct a more vig
orous examination is fiction and not fact. The amount of the ex
cess is shown as a deferred income tax liability, and the deter
mination of that amount is a process of estimation and approxi
mation that has nothing to do with the determination of either
taxable income or of tax liability. The agent should not be fur
nished the working papers supporting that calculation; if he
insists on being provided such work papers, the administrative
policy of the IRS in Washington would probably be one of not
backing him up on his right to see them, except in extremely un
usual circumstances.
Even if the IRS were to use against the client any accruals in
excess of the liability shown on the tax return, the independent
auditor’s allowing a material understatement to receive his bless
ing could not be justified.
In a majority of the situations in which he is expressing an
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opinion, the CPA may reach the conclusion that the best amount
of tax expense reflected on the financial statements is the amount
disclosed on the corporation’s federal income tax return for the
year. But this does not mean that the amount on the return is
the best estimate because it is the amount shown on the return.
The CPA should approach the question from some other point of
view, even though that other point of view may lead him to con
clude that the dollar amount shown on the corporation income
tax return is a fair presentation.
Alternative 2—Reasonably Certain

Recognizing that the proper amount of tax expense, in at least
some situations, is not the amount shown on the corporation’s
federal income tax return for the year, the CPA might take the
position that the tax expense that should be reflected on the fi
nancial statements should be an amount which is sufficient to
cover the liability shown on the return plus any additional
amounts of tax deficiency he feels reasonably certain will be
asserted and must be paid.
The conscientious CPA who intends to reflect those material
amounts of additional tax deficiency that he feels reasonably
certain will be asserted and have to be paid needs a methodology
for documenting his analysis. He also must find a way to set
down in some empirical fashion his professional evaluation of the
items that enter into a given year’s return. Thus, he may very
well want to utilize the methodology to be discussed in the third
alternative below, even though he may not be seeking the exact
objective discussed in that alternative. In other words, he may
want to utilize a subjective probability approach in attempting
to determine whether he does feel that it is "probable” that an
amount will be asserted.
Where only one or two items are involved, it is quite likely
that the analysis made for this alternative and for the next al
ternative may really be the same analysis and lead to the same
conclusion.
Alternative 3—Subjective Probability

The subjective probability approach recognizes that the typi
cal corporate return does result in a tax deficiency or a tax
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controversy upon being audited and that the outcome of these
audits and of these controversies is usually some sort of a com
promise. Thus, the vast majority of taxpayers who contest a
proposed deficiency at the Appellate Division level or who docket
their cases with the Tax Court eventually reach a settlement. On
the average, these taxpayers pay 30 to 35 percent of the tax
originally asserted by the revenue agent.
The approach that the CPA takes as an auditor reviewing a
tax accrual must be different from the approach he takes in
preparing an income tax return. In looking at the tax liability
from a financial point of view, he tries to spot any possible issues
that could be raised by an examining revenue agent, even though
he feels that the taxpayer has a supportable position.
Having ascertained what appear to be some areas where there
may be additional potential tax liability in connection with the
current year’s return, or in connection with his review of income
tax returns filed for previous years on which the statute of limi
tations is still open, how does the CPA arrive at a number that
represents his “best estimate” of the tax liability? The answer,
it is suggested, is that he uses his professional judgment, supple
mented by the advice of tax technicians, where appropriate, to
evaluate the range of alternative outcomes of the tax questions
he has raised.
For example, take the extreme case of a taxpayer that might
be exposed to a tax deficiency of $1.5 million if net operating
loss carryovers were disallowed, but which is reporting a zero tax
liability on the tax returns as filed. The $1.5 million would be
sufficient to put the corporation out of business. The CPA ana
lyzes the facts and evaluates the probable outcome of this situ
ation as follows:

Ultimate Liability

-0$ 500,000
1,000,000
1,500,000
Total
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Probability

.6
.3
.05
.05

Weighted Value

-0$150,000
50,000
75,000
$275,000

The probabilities shown add up to 1.00, of course, and reflect the
CPA’s best guess (hopefully, an informed one) as to the likeli
hood of the ultimate liabilities indicated. In this situation, the
proper tax accrual might be for $275,000 rather than for either
0 or $1,500,000.
Of course, making this estimate is not the end of the matter.
Each year, the CPA expresses an opinion; each year, he must re
view the situation and either conclude that his original estimate
is still substantially correct, or that a revised estimate is called
for. There might then be either a current- or a prior-period
adjustment1 and the deferred tax liability would be correspond
ingly increased or reduced.
The real question is, What is the position of the CPA if the
matter is not resolved as estimated and the taxpayer goes to
court and loses? Might the CPA, in turn, find himself going to
court and also losing? Might it be contended that, since he knew
there was a potential liability of $1.5 million, he was negligent in
not requiring this fact to be revealed in some fashion in the
financial statements of year one?
And the answer to this has to be yes. The CPA is here faced
with a choice of unsatisfactory alternatives. At one extreme, he
can set up his best estimate and let the matter go at that, justi
fying his failure to give some sort of footnote warning with the
rationalization that it is extremely unlikely that this dire tax re
sult will occur. By so doing, however, he gives no weight at all
to the risk aversion schedule of any given reader of the financial
statements. A creditor or a stockholder might find even a 5 per
cent possibility of insolvency equal in weight to the 60 percent
likelihood of no deficiency. But he is never given a chance to
make any such evaluation. As far as he is informed, there is a
$275,000 liability that differs in no material respect from any
other fixed dollar debt.
The other alternative is to add a footnote explanation pointing
out that in the opinion of management it is possible (1) that the
IRS might assert tax deficiencies of as much as $1.5 million;
(2) that management feels that if such deficiencies are asserted,
1 See APB Opinion No. 9, pars. 23 and 24, for the standards applicable to
a prior-period adjustment.
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then its position will probably be sustained and no deficiencies
will finally have to be paid; (3) that, in recognition of the un
certainties attendant upon tax controversies and the fact that
most such controversies are settled upon a compromise basis,
provision of $275,000 has been made for any such possible de
ficiencies; and (4) that management believes that this provision
is adequate. Thus, the financial statements reflect the best esti
mates possible, while the reader is fully informed of a significant
contingency.
It should be noted that the example used was deliberately ex
treme. In other instances, the need for a footnote disclosure
may not be so great. In case of doubt, the CPA should probably
opt for supplementing the tax accrual with a footnote explana
tion.
The subjective probability approach to estimating a tax lia
bility involves using a methodology that reduces to a quantifiable
form a number of judgmental factors that otherwise would not
be specifically set down and explicitly analyzed in arriving at a
final decision. This approach has the advantage of being under
standable to an audience of lay people, such as a jury. Thus,
the use of the technique is one that can be explained to people
to whom a decision might otherwise appear to be arbitrary in
the light of what, in fact, ultimately did happen. It must be re
membered that problems that arise in such situations as those in
volving the tax accrual occur only after the event and that the
perspective of persons trying to evaluate the reasonableness of
what was done at the time of the audit is colored by the knowl
edge they have of what actually occurred. The auditor is battling
against this type of “hindsight halo” effect.
The reasoning involved in this subjective probability estima
tion approach seems consistent with, although not required by,
paragraph 35 of APB Opinion No. 11. In that paragraph, the
Board rejects the “liability” method of providing for deferred
taxes. The deferred method of tax allocation adopted by the
Board is only subtly different from the liability method. The
difference lies basically in the income determination orientation
and the conclusion that the primary focus should be on deferring
any temporary benefits of timing differences. As applied to the
question at hand, it is probably fair to say that the benefit of
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taking a deduction that is expected to be disallowed in the future,
or the benefit of not paying currently such a tax as the accumu
lated earnings surtax, which ultimately might be payable in the
future, should not be recognized as relieving current income of a
charge against it to the extent that it is considered but a
temporary benefit. Recognition of a temporary benefit resulting
from an advocacy position in preparing a tax return would seem
to constitute accounting for a contingent asset, which is generally
not appropriate under Accounting Research Bulletin No. 50 of
the AICPA. As set out in paragraph 3 of that bulletin, “Con
tingencies which result in gains usually are not reflected in the
accounts since to do so might be to recognize revenue prior to
its realization.” To record such an item is to overstate income and
understate liabilities.
Admittedly, there is similarity between a potential tax defi
ciency and other potential liabilities that are treated as contingent
liabilities and not booked. However, the income tax liability is
different from any contingent liability situation in at least three
respects:

1. The taxpayer has the burden of proof as to what his actual
liability should be, whereas other claimants against the client
normally have the burden of proof.
2. The liability relationship is a continuing or recurring one as
to which estimates of outcome can be made.
3. The independent CPA is, or should be, uniquely qualified to
evaluate the tax liability exposure, as compared to other ex
posure where he relies on the evaluations of others.
The proper time for recognizing the tax saving ultimately re
sulting from taking an advocacy position in preparing the income
tax return appears to be no later than the year in which the statute
of limitations ran on any assessment of a deficiency relative to
the item or items involved. At that time, a prior-period adjust
ment usually results. If a deficiency is finally paid, then there is
usually a prior-period adjustment in the amount of the difference
between the accrual that had been made to cover deficiencies
for the year involved and the amount actually determined.

15-9

Alternative 4—Footnote Disclosure

Many CPAs feel that footnote disclosures cure all other re
porting defects. Footnotes as to the tax liability include such
noncommital comments as “The company’s federal income tax
returns have been examined through December 31, 1968, by the
Internal Revenue Service.” This type of footnote is meaningless.
If the CPA feels that a contingent tax liability exists, which the
client is not willing to book, or which is sufficiently uncertain as
to its imposition that it is truly contingent, then the contingent
liability note should explain the situation.
At the other end of the scale are footnotes that disclose that a
tax deficiency has been proposed by the IRS, the amount thereof,
and that the management intends to contest the determination.
These latter are often accompanied by “subject to” opinions
from the auditors, along the lines of the following:
In our opinion, subject to the outcome of the income tax matters
described in Note 5 to the financial statements, the financial state
ments referred to above present fairly the financial position of
ABC Corporation at December 31, 1970, and the results of its
operations and changes in financial position for the year then
ended, in conformity with generally accepted accounting prin
ciples applied on a basis consistent with that of the preceding
year.

Note 5: Federal Income Taxes. The company is presently con
testing deficiencies in federal income taxes proposed by the
Internal Revenue Service for the years 1968 and 1969, in the
aggregate amount of $800,000, exclusive of interest. Legal
counsel advises that the point in question is one on which there
are conflicting federal court decisions and on which further
litigation may be required. Consequently, it is impossible to
determine the extent of the company’s liability, if any, at this
time. No provision has been made for this contingent liability.

The type of footnote shown above is informative as far as it
goes. More useful, but seldom if ever provided, is an estimate
as to the amount that will be ultimately payable. Such an esti
mate has the advantage of allowing the reader to evaluate the
significance of the tax controversy. Certainly, if the company an
ticipates that it will be able to settle the tax controversy for a
certain amount and that amount is material, the fact is also a
material piece of information.
15-10

Unfortunately, the footnote is normally used only after the
IRS has appeared on the scene and it is clear that a deficiency
will be proposed. As mentioned, footnote disclosure is frequently
coupled with a “subject to” opinion. Such opinions may not al
ways be acceptable to stock exchanges in connection with orig
inal listing applications, or to the SEC in connection with the
filing of registration statements. A “subject to” opinion is not
really the solution if, in fact, a meaningful estimate of the ulti
mate liability can be made. The CPA is shifting to the reader of
the statement the burden of evaluating the probable outcome
of the tax questions involved.
There are those who say that a subjective probability approach
is really just pulling numbers out of the air. But from the stand
point of providing the user of financial statements with informa
tion that is the best available, it would seem that an estimate
based upon the professional judgment of competent tax personnel
would be better and more useful than (1) a statement of the
maximum possible liability to which the company might be ex
posed, (2) the opinion of management that it has adopted a
defensible position, and (3) an auditor’s opinion that is “subject
to” the tax footnote and the resolution of any tax controversies
indicated therein. Certainly, at least where a “subject to” opinion
will not be acceptable, the CPA should give some thought to the
possibility of a subjective probability approach.

Sample Notes to Financial Statements

APB Opinion No. 11, “Accounting for Income Taxes,” para
graph 63, requires the following disclosures, which are usually
found in the notes to the financial statements:

1. Amounts of any operating loss carryforwards not recog
nized in the loss period, together with expiration dates (indicat
ing separately amounts which, upon recognition, would be cred
ited to deferred tax accounts).

2. Significant amounts of any other unused deductions or
credits, together with expiration dates.
3. Reasons for significant variations in the customary relation
ship between income tax expense and pretax accounting income,
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if they are not otherwise apparent from the financial statements
or from the nature of the entity’s business.
4. The nature of significant differences between pretax ac
counting income and taxable income.
APB Opinion No. 4, “Accounting for the Investment Credit,”
paragraph 11, provides that, when the amount of investment tax
credit is material, full disclosures should be made of the method
of accounting used and the amounts involved.
APB Opinion No. 23 requires that, when income taxes have
not been accrued on the undistributed earnings of a subsidiary,
the notes should state the rationale behind the lack of accrual
and spell out the cumulative amount of undistributed earnings on
which the parent has not recognized income taxes. The same
rule applies to corporate joint ventures. Special disclosure rules
cover the bad debt reserves of savings and loan associations and
the policyholders’ surplus of stock life insurance companies. Notes
to consolidated financial statements should ordinarily indicate
whether the parent and subsidiary companies file consolidated or
separate tax returns. Following are sample notes on the differ
ences between financial and tax accounting, investment credit,
tax controversies, and others.
Differences Between Financial and Tax Accounting

1. Gross profit from installment and revolving credit sales is
taken into income at the time of sale for financial reporting pur
poses. For income tax purposes, such profits are reported when
realized by collection of the related accounts receivable. During
the year, the company sold certain of its accounts receivable, and
accordingly, taxes previously deferred on these accounts became
payable.

2. Profits on land sales are included in earnings in the year of
sale. For income tax purposes, profits on these sales are being
reported on the installment basis. The income taxes deferred to
future periods have been shown as deferred income taxes in the
financial statements.

3. Deferred income taxes result principally from differences
in financial reporting and income tax reporting of depreciation
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and of installment profits. Depreciation of property, plant, and
equipment is computed on accelerated methods for tax purposes
and on the straight-line method for reporting purposes. Profit
from sales financed by installment contracts is recognized for
financial reporting purposes in the year of sale; however, such
profit is recognized for tax purposes ratably over the terms of the
contract. Deferred taxes of $9,050,000 in 1970 and $7,150,000
in 1969 applicable to current assets are included in current lia
bilities.
4. The company has provided depreciation for financial re
porting purposes substantially by the straight-line method, where-,
as for federal income tax purposes accelerated methods have been
used. Also, certain supply inventories recorded as an asset in the
financial statements and expensed as used have been deducted as
acquired for federal income tax purposes. Amounts deferred and
included in the provision for federal income taxes as reported
in the consolidated statement of income amounted to $106,361
in 1970 and $58,412 in 1969.
5. For financial statement purposes depreciation of a utility
plant has been computed on the estimated useful lives of plant
properties. For federal income tax purposes the company com
putes depreciation, generally, using liberalized methods and
guideline lives, as allowed by the Treasury Department. In ac
cordance with requirements of the California Public Utilities
Commission (which has ruled that for rate-making and account
ing purposes federal income taxes shall be considered at the ac
cruable actual liability) the company has included in net income
the current tax reductions arising from use of liberalized methods
of depreciation and guideline lives.
6. It is the company’s practice to provide currently for taxes
which will be payable upon remittance of foreign earnings to the
parent company.
7. Prepaid taxes relate primarily to tax reductions to be re
alized in future years resulting from the company’s policy of
accruing certain expenses, mainly deferred compensation, cur
rently for book purposes, whereas tax deductions will be claimed
in future periods. The net effect of all such timing differences has
been to reduce the provision for income taxes by $215,000 in
1970 and by $125,000 in 1969.
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8. For income tax purposes certain finance leases are treated
as operating leases. Depreciation of leased equipment is pro
vided using the double-declining-balance method over the esti
mated useful life. These timing differences have resulted in
losses for income tax purposes. Accordingly, no income taxes
have been paid from inception to October 31, 1969. The tax
benefits attributable to these timing differences, after taking into
consideration accounting loss carryforwards of $8,500 and ac
counting investment tax credits of $19,200, have been deferred.
9. Early in 1969, the company sold its glass container business
and related assets. The loss on the sale and the related tax effect
were recognized for book purposes in 1968. For income tax pur
poses, the portion of such loss not claimed in prior years through
accelerated depreciation methods was deductible in 1969 and
reduced income taxes payable for that year by approximately
$7,500,000.
Investment Credit

1. The investment tax credit, amounting to approximately
$7,350,000 for 1969 and $6,950,000 for 1968, has been applied
as a reduction of the income tax provision.
2. The permanent reduction of federal taxes relative to the
investment credit on equipment additions has been deferred and
is being reflected in income over the estimated productive lives
of the acquired facilities. The investment credit so generated in
1969 was $1,216,000 as compared to $1,190,000 in 1968. The
amortization of investment credit increased net earnings by
$881,000 in 1969 and $774,000 in 1968.
Tax Controversies

1. The company and its subsidiaries file separate federal in
come tax returns. Accordingly, the provision for federal taxes
on income has been computed on a separate return rate basis.
In 1970, the Internal Revenue Service proposed a disallow
ance of surtax exemptions for the taxable years ended August 31,
1967, 1968, and 1969 resulting in proposed tax deficiencies of
$83,000, $139,000, and $175,000, respectively, plus accrued in
terest, or alternatively, an intercorporate reallocation of income
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with approximately the same resulting deficiencies. The company
is contesting the proposed adjustment and, while no assurance
can be given as to the outcome of this matter or as to the effect
thereof on subsequent tax years, management is of the opinion
that the company has meritorious defenses. No provision for
the proposed tax deficiencies has been made in the financial
statements.
Under the Tax Reform Act of 1969, multiple surtax exemp
tions for controlled groups are being phased out over a six-year
transitional period beginning in 1970. Consequently, even if the
company were successful in contesting the proposed tax assess
ments set forth above, benefits derived by filing separate tax
returns will be diminished in accordance with the provisions of
the Act. If consolidated tax returns had been filed for the taxable
years ended August 31, 1971, and August 31, 1970, the approx
imate reduction in earnings per share would have been $.12 and
$.10, respectively.
2. The Internal Revenue Service has completed examination
of the tax returns of the Institute for the years ended August 31,
1969, and 1970, and has proposed assessments of $112,000, plus
interest. The Institute has filed a protest on the basis that it had
no income in the years involved that met the definition of "un
related business income” under the Internal Revenue Code and
that, in any event, under a proper allocation of costs and revenues,
no taxable income would result. Similar issues for the two years
ended August 31,1972, could result in assessments approximating
$60,000. Although the Internal Revenue Code was changed ef
fective for fiscal years beginning after December 31, 1969, with
respect to the specific inclusion of advertising revenues in “un
related business income,” the Institute believes that under a
proper allocation of costs and revenues no taxable income would
result for the two years ended August 31, 1972. As a result of
the Institute’s position with respect to the four years in question,
no provision has been made in the accompanying financial state
ments for any income tax liabilities.
Miscellaneous

1. As of March 31, 1968, the company had net operating loss
carryforwards of approximately $970,000 and unused investment
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tax credits of $42,000, which expire in future years as set forth
below.
Year Ended
March 31

Net Operating
Loss Carryforwards

Investment
Tax Credits

1970
1971
1972

$138,000
545,000
287,000
$970,000

$ 4,000
13,000
25,000
$42,000

2. No provision has been made for federal income tax. Under
subchapter S of the Internal Revenue Code, the company has
elected not to be taxed as a corporation and the shareholders
have consented to include their pro rata share of the income or
loss in their individual returns.
3. No provision has been made for income taxes, if any,
since such taxes are the liability of the individual partners.
4. No provision has been made for federal and state income
taxes on the net income because taxes, if any, are the personal
liability of Mr. John Jones.
5. Separate income tax returns are filed by each of the com
pany’s subsidiaries. Cumulative net operating losses available
to offset future years’ federal income taxes amount to approxi
mately $430,000. Of this amount, $205,000 expires in 1972 and
the balance in 1974.
6. One of the company’s subsidiaries files its income tax re
turns on the cash basis. Accordingly, $193,740 of income taxes
is deferred and will be payable in future years.
7. As described in Note 1, certain items of revenue and ex
pense are reported for financial statement purposes on an accrual
basis but are reported for income tax purposes on a cash basis.
The $63,425 reduction in income taxes resulting from these re
porting differences has been added to deferred income taxes.

SEC Disclosure Requirements

The Securities and Exchange Commission (Accounting Series
Release No. 149,11/28/73) requires disclosure of the components

15-16

of tax expense, the reasons for timing differences between book
and tax reporting resulting in deferred income taxes, and a re
conciliation between the effective income tax rate indicated by
the income statement and the statutory federal income tax rate.
In addition, deferred tax reversals must be disclosed where the
cash outlay for income taxes is expected to substantially exceed
income tax expense in any of the succeeding three years. A foot
note illustrating the SEC disclosure requirements would be the
following.
Illustrative Note
Note—Income tax expense (all data in thousands).
Income tax expense is made up of the following:

U.S.
Federal
Current Tax Expense
Deferred Tax Expense

$2,312
2,328

$4,640

Foreign

State &
Local

Total

$360
420
$780

$400
-0$400

$3,072
2,748
$5,820

Deferred tax expense results from timing differences in the
recognition of revenue and expense for tax and financial state
ment purposes. The sources of these differences in 1973 and the
tax effect of each were as follows:

Excess of tax over book depreciation
Research and development costs expensed on tax
return and deferred on books
Revenue recognized on completed contract basis on
tax return and on percentage-of-completion basis
on books
Tax deductible inventory reserve provided in foreign
tax jurisdiction
Warranty cost charged to expense on books but not
deductible until paid

$ 600

1,440

960

420

(672)
$2,748

Total tax expense amounted to $5,820 (an effective rate of
38.8%), a total less than the amount of $7,200 computed by ap
plying the U.S. federal income tax rate of 48% to income before
tax. The reasons for this difference are as follows:

15-17

Computed “expected” tax expense

$ Amount

% of
pretax
income

$7,200

48.0%

Increases (reductions) in taxes resulting from:

Foreign income subject to foreign income tax
but not expected to be subject to U.S. tax
in foreseeable future ($2,400 x 48%) —
$780 = $372
$(372)
(720)
Tax exempt municipal bond income
Investment tax credit on assets purchased in
(700)
1973
Goodwill amortization not deductible for tax
purposes
384
State and local income taxes, net of federal
208
income tax benefit
Benefit from income taxed at capital gains rate
(1,000 x 48% ) - (1,000 x 30% ) = $180
(180)
$5,820

(2.5)
(4.8)

(4.7)
2.6

1.4
(1.2)
38.8%

Based upon currently anticipated expenditures and operations,
it is expected that the deferred income tax balance will be sub
stantially reduced in 1976 and the cash outlay for taxes associated
with that year will exceed tax expense by approximately $4,000,
primarily due to the book amortization in that year of research
and development expense previously deducted for tax purposes.

The facts underlying the above footnote, and the detail of the
computations involved, are contained in SEC Accounting Series
Release No. 149.

Audit Work Papers and Procedures

Some firms have no formal audit program for the review of
tax accrual save for the review that is given the tax returns them
selves. That is one extreme. At the other extreme can be found
those firms that have elaborate tax accrual review questionnaires
that go beyond merely the tax accrual question and delve deeply
into opportunities for tax planning.
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Some firms feel that the program for review of the returns is
inadequate for the tax accrual review for the following reasons:
1. The tax accrual review is frequently (in some firms, almost
always) performed prior to, or concurrently with, the preparation
of the income tax returns—and it is thus physically impossible to
combine the two.
2. At a more substantive level, the review of the returns is
part of an advocacy proceeding, while the review of the tax
accrual is part of the independent audit, and the two are so
conceptually different that they should be separately handled.
Tax planning, it can be argued, is more effectively performed in
a different atmosphere than the last phases of an annual audit.
Thus, use of a tax accrual approach that does not overemphasize
planning may produce a more effective professional product.
Illustration 15-2 sets forth some guidelines for both the ac
crual review and the return review for a firm that apparently
recognizes the conceptual differences but wants as efficient and
integrated an approach as is possible consistent with those dif
ferences.
A different approach is reflected in Illustrations 15-3 and
15-4. An audit program (15-3) covers the tax accrual, and spells
out the steps that are to be taken by the audit personnel. The
same program covers the work to be done prior to commence
ment of field work by the tax department accrual reviewer, the
audit field work he is to do, and the work he is to do subsequent
to the performance of the field work. All of the workpapers in
volved in this phase of the tax accrual review, except for the
review checklist (15-4), become part of the tax department files.
The review checklist, duly initialed by both the audit staff and
the tax department reviewer, becomes part of the audit workpapers to evidence that proper procedures were followed.
For any program of tax accrual review to operate effectively,
especially when a firm has not previously had a clear policy as
to what the review of tax accrual was designed to do, it is essen
tial that both the tax and audit people be exposed to training
programs that will help both groups accept their responsibilities
in implementing the firm’s policies. Audit personnel responsible
for budgeting jobs must estimate time for tax people to make trips
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to the field, as well as provide time for the work of the audit
personnel.
Separate meetings of tax and audit people are probably desir
able, but a joint meeting of at least the top tax and audit people
should then be held to insure that there is a common under
standing of both the conceptual and the procedural aspects of
the new program. Conceptual aspects can often be best explored
through the use of short case studies of the types of tax accrual
situations that may arise in a practice, and how they would be
handled. A few such situations are set forth in Illustration 15-5.
Procedural aspects can often be illuminated by working through
a hypothetical engagement—filling in the work papers and check
lists while discussing the problems and implications of each
step involved.
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Illustration 15-1 List of Timing
and Permanent Differences

Timing Differences

Excess of capital losses over capital gains
Taxable income not recorded on books:
Advance rental receipts
Advance royalties
Advance fees on service contracts
Gains on prior year sales reported on installment basis
Recovery of bad debts previously written off
Dividend income recorded on books in previous year
Intercompany profit in inventory sold to foreign subsidiary
Gain on disposal of assets that were depreciated on an accelerated basis
for tax purposes, but straight-line for books
Gain on involuntary conversion
Expenses recorded on books not deducted for tax:
Additions to reserves for book returns
Additions to reserves for inventory losses
Additions to reserves for pending lawsuits
Additions to reserves for bad debts
Additions to reserves for deferred compensation
Pension plan payments in excess of amount allowable
Excess of book depreciation over amount allowable
Overaccrual of state and local taxes
Adjustments resulting from change of accounting methods spread over
ten years for tax purposes
Contributions in excess of limitation
Income recorded on books not included for tax:
Gains on sales reported on installment method for tax purposes
Advance receipts on service contracts taxed in prior year
Decreases in reserves for inventory losses
Decreases in reserves for pending lawsuits
Decreases in reserves for bad debts
Decreases in reserves for deferred compensation
Income from discharge of indebtedness not recognized for tax purposes
Deductions for tax not charged against book income:
Payments made to pension plan deducted on plan year
Amortization of patents
Research and experimental expenditures capitalized on books
Computer software costs capitalized on books
Underaccrual of state and local taxes
Amortization of expenditures capitalized by revenue agents report
Excess of allowable depreciation over book amount
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Deferred compensation payments made within the year
Utilization of capital loss carryover
Excess of depreciation allowable for tax over rental expense of property
held under long-term lease
NOL required to be spread over ten years due to change in accounting
period
Adjustments resulting from change of accounting methods spread over
ten years for tax purposes
Permanent Differences

Taxable income not recorded on books:
Gross-up of foreign dividends under Sec. 78
Proceeds from judgment against “insider” short swing profits credited
to paid-in surplus
Expenses recorded on books not deducted for tax:
Premiums paid on officers’ life insurance policies
Amortization of goodwill
Interest expense incurred to carry municipal bonds
Amortization of municipal bond premium
Judgment for treble damages under Clayton Act—two-thirds thereof
Traffic fines
Penalty for late filing of return
Foreign taxes paid, taken as credit
Political contribution
U.S. tax on nonhighway gas and lube oil taken as credit
Income recorded on books not included for tax:
Tax-exempt interest
Proceeds from officers life insurance
Dividend income from consolidated foreign subsidiary
Income from sources within possessions of the United States and West
ern Hemisphere Trade Corporations (Secs. 931 and 921)
Deductions for tax not charged against book income:
Excess of allowable depletion over book amount
Market value of certain contributions in excess of basis
Disqualifying disposition of stock acquired pursuant to option
Permanent or Timing Differences

Expenses recorded on books not deducted for tax:
Contributions deducted on a consolidated basis in excess of limitation
Equity adjustment in loss of a subsidiary
Cost of obtaining option to purchase land
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Income recorded on books not included for tax:
Equity adjustment in gains of subsidiary
Return of capital, reported as dividend
Amortization of municipal bond discount
Deductions for tax not charged against book income:
Amortization of organizational expenditures
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Illustration 15-2 Guidelines for
Review of Tax Accrual Account and
Client’s Tax Return

Guidelines for Corporate Tax Review
of an Audit Client
Assumptions Upon Which Procedure Is Based
1. The corporate return has been prepared by a member of the audit staff
who worked on the audit assignment.
2. The audit manager is generally familiar with the figures in the return,
especially the items reconciling book to taxable income, and has made
a review of the preparer’s work consistent with his supervisory respon
sibility and with the responsibility of the assigned tax man in the light
of this procedure.
3. All footing and cross-referencing is done by someone other than the
reviewer.
4. A Corporation Federal Income Tax Return Checklist has been com
pleted or reviewed by the preparer of the return.
Two Aspects of Review Procedure
1. Review of provision and liability while audit is in progress.
2. Review of return.

Reviewing Provision and Liability While Audit Is in Progress
1. Purpose. To determine whether the provision for income tax for the
current year is proper, and to determine whether the liability for in
come taxes in the balance sheet is fairly stated.
2. Considerations
a. The adequacy of the provision for prior years should be considered
in the light of subsequent events, such as revenue agents’ examina
tions and recent cases, rulings, and regulations. Where we have
been auditing the accounts for all years still open under the statute,
this procedure under normal circumstances will not require a sig
nificant amount of time.
b. The provision for income tax for the current year and the liability for
income tax in the balance sheet may be based upon book income
even though there are substantial Schedule M items involved in the
determination of taxable income. Our major concern is to isolate the
deductions being claimed which might never be allowable or the
income being reported which might never be taxable. A provision
for income tax based upon book income in such cases would obvi
ously be inappropriate.
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3. Scope of Review
a. A review of the prior year’s and permanent tax files including a
study of Schedule M items that might affect the current year.
b. A review of the prior year’s financial statements and of a draft of the
current year’s financial statements and footnotes and the president’s
letter.
c. A review of the correspondence file.
d. A review of any revenue agents’ reports that might affect the current
year or the income tax liability for prior years.
e. A review, with the audit manager, of his review notes and a discus
sion of any items that, to his knowledge, have tax significance.
f. A review of the closing and proposed adjusting journal entries and
the client and attorney representation letter for items having tax
significance.
g. A review of the corporate minutes or extracts thereof, and any
agreements that those minutes or the audit manager indicates might
have tax significance.
h. A review of comparative general ledger trial balances with the man
ager and a discussion of any substantial differences between the
current year and the prior year or any items the description of which
might indicate nontaxability or nondeductibility, or a treatment dif
ferent for tax purposes than for book purposes. Make careful review
of underlying work papers on any area of particular significance or
complication for that client. For example, if the client has large
receivables and a large bad debt reserve, that section of the work
papers should be reviewed; if the client has an extensive investment
in securities or fixed assets or has complicated inventory problems,
those sections should be reviewed.

i. A discussion with the manager of the company’s inventories at
year-end date in terms of write-downs for obsolescence, slowmoving items, estimated costs to complete, reserve for losses, omis
sion of overhead, consistency in inventory methods and valuation
principles between years, and so forth.
j. A discussion with the manager or senior as to whether there had
been a change in the accounting treatment of any item during the
year.
k. Consideration of the tax implications of any incorporation, merger,
liquidation, or acquisition (and so forth) transaction during the year.
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l. Consideration in the case of closely held companies of unreasonable
salaries, expense account allowances, unreasonable accumulation of
earnings, personal holding company status, and the 2½-month rule.
m. A discussion with the manager or senior of the company’s policy on
capitalization vs. repair, depreciation policies, gain on sales of de
preciable assets, gain on sales of scrap, gain or loss on trade-ins,
policy on retirements, policy on capitalization vs. expensing of sales
tax, and “leases” that might be purchases.
n. A discussion with the manager or senior of the effect of interstate
operations on the liability for state income taxes and other taxes such
as sales, payroll, excise, and so forth.
o. If possible at this time, a preparation or review of a reconciliation
between book and taxable income for the current year and a recon
ciliation of taxable income to earned surplus.
Review of Return
1. Purpose. To determine that the return drafted by the audit staffman
has been competently prepared and that it reflects the most advan
tageous tax position for the particular client. The return review pre
supposes that all the steps outlined in “Scope of Review” above have
been performed.
2. Review of Checklist. Review the Corporation Federal Income Tax Re
turn Checklist. “Review” for this purpose means scrutinizing the
filled-out checklist for reasonableness and investigating unusual items
by reference to audit work papers.
3. Specific Items to Be Considered
a. Have all necessary elections been made? Should any elections that
have been made be changed, where this is permissible?
b. Has consideration been given to all available carryovers, for exam
ple, net operating loss, foreign tax credit, investment credit, con
tributions, and so forth.
c. Are the questions on the return properly answered?
d. Has information required by the regulations as a result of specific
transactions (namely, mergers, acquisitions, incorporations, liquida
tions, pension and profit-sharing plans, information on foreign oper
ations) been included with the return? Has Form 966 been filed
where necessary?
e. Compare the final Schedule M and reconciliation of book and taxa
ble income with the one reviewed or prepared in the field and
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determine that the client is aware of all significant Schedule M
items.
f. Check the general format of the return for overall completeness.

Need for Professional Judgment
No review procedure should be considered a substitute for the exercise
of professional judgment. Modification and extension of review proce
dures, where necessary, are, of course, encouraged. Slavish adherence to
any procedure serving no useful purpose can and should be criticized.
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Illustration 15-3 Corporate Tax
Accrual Audit Program

Client Name__________________________________________________
Year Ended___________________________________________________

Part I. A.

Advance Preparation for Accrual Review. (To be completed
by auditors assigned to the engagement prior to com
mencement of field work by tax department accrual re
viewer. Information furnished in prior years which has not
changed need not be repeated. Updating may be all that is
necessary.)
Completed
By

1. Complete tax accrual (and tax provi
sion) work paper schedules.
2. If not already part of the audit work
papers, prepare schedule analyzing
deferred tax accounts by year of
origin.
3. Prepare columnar schedule, analyzing
net accumulation of federal and state
liability account balance by years in
volved, if material. (Use a separate
column for each open year and one
column for any amounts attributable
to all prior closed years.)

4. Complete tax accrual checklist (Form
T-202) for each corporation or consoli
dated group for which a report is to be
issued.
5. Make available copies of prior years’
tax returns for all open years (separate
and/or consolidated).

6. Make available copies of prior years’
revenue agents’ reports, if any (last
three years).
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Completed
By

Not
Applicable Comments

7. With respect to prior years’ federal in
come tax returns, answer the ques
tions set forth below. If material, simi
lar information should also be fur
nished for state income taxes.
_______

_______ _______

(a) Returns have been examined by the IRS and settled through the
year ended__________ 19__
(b) Waivers extending the statute of limitations have been executed
as follows:
Year Ended

Extended To

(c) Were any examinations of prior years completed during the year?
Yes__ No__
If “Yes,” copies of revenue agents’ reports should be obtained
for the tax department (if not already on hand).
(d) Were any additional taxes and interest for prior years paid during
the year? Yes__ No__
If “Yes,” indicate audit work paper schedule reference for
detailed analysis.

(e) Were any tax refunds received during the year? Yes__ No__
If “Yes,” indicate audit work paper schedule reference for
detailed analysis.
(f) Are any prior taxable years currently under examination? Yes_
No_
If “Yes,” complete analysis below:
Year Ended Additional Taxes Proposed

Status

___________________________ With agent . . . __________
___________________________ 30-day letter

__________

___________________________ 90-day letter

__________
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(g) Have “quickie refunds” or regular claims for refund of prior
years’ taxes been filed for carryback of unused investment credit,
net operating losses, capital losses, or for other reasons? Yes__
No_
If “Yes,” make copies available.
Completed
By

Not
Applicable Comments

8. (a) If tax department is not handling a
tax audit that is in progress, ascer
tain from discussions with client
any material adjustments that a
federal or state agent has indi
cated he will propose or is consid
ering proposing and describe in
detail in a separate memorandum. _______

Part I. B.

Advance Preparation by Tax Department Accrual Re
viewer. To be completed prior to commencement of field
work, to the extent possible. Otherwise, complete as part of
field work. Audit steps performed in prior years need not
be repeated if not warranted. Updating may be all that is
necessary.
Completed
By

1. Review copies of client’s financial
statements and footnote disclosures
for the prior year. If the client is pub
licly held, review published annual
report. Note items of tax significance. _______
2. Review available background data
furnished by auditors as required by
Part I A.
_______
3. Review tax department client file for
any memoranda or information rela
tive to the accrual review.
_______
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Completed
By

Not
Applicable Comments

4. Review prior years’ tax department
accrual review files._________________________
5. When examining prior years’ tax re
turns, particularly note—
(a) Recurring Schedule M items,
such as exempt interest, officers’
life insurance premiums, and ac
celerated depreciation._________________________

(b) Items that should reverse in cur
rent year, such as an advance ren
tal receipt.
_________________________
(c) Carryovers of net operating los
ses, investment credit, contribu
tions, capital losses, and foreign
tax credits.
_______ _________________
(d) Potential deficiency items, for the
purpose of determining the ade
quacy of the liability accounts
(open years only)._________________________
Part II.

Field Work by Tax Department Accrual Reviewer.
Completed
By

Not
Applicable Comments

1. At commencement of field work, con
fer with auditor in charge of the en
gagement regarding matters of tax
significance to be called to the atten
tion of the accrual reviewer.

2. Inquire of auditor if there are any mat
ters of tax significance in the perma
nent file that should be considered. _______
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Completed
By

3. Inquire of auditor if there are any mat
ters of tax significance in the current
year’s minutes of the board of direc
tors that should be considered (such
as acquisitions and compensation
plans).
________
4. Review drafts of current year’s finan
cial statements and footnotes, to the
extent possible.
________

5. Review tax accrual checklist (Form
T-202) prepared for each corporation
or consolidated group.
________
6. Review tax accrual and tax provision
portions of audit work papers.
________
7. Check computations made in arriving
at provision and deferred tax items. ________

8. Review results of tax examinations
completed during the year:
(a) Determine if adjustments are also
applicable to the current year.
________

(b) Should deficiencies be projected
and provided for?
________

(c) Were deficiencies properly ac
counted for; that is, were deferred
accounts adjusted, amounts
capitalized, and so forth?
________
(d) Are any benefits available in the
current year as a result of prior
disallowances?
________

9. Prepare a schedule documenting the
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Completed
By

Not
Applicable Comments

subjective probability analysis with
respect to any material unresolved tax
deficiencies asserted by IRS or states. ________
10. Examine audit work papers. Note that
all audit work papers are not to be ex
amined at random for possible matters
of tax significance. Only those por
tions of the audit work papers that are
likely to contain specific items having
a material affect upon the tax accounts
are to be reviewed in the following
manner:
(a) Review the trial balance and ad
justing entries for permanent and
timing differences and other un
usual items that may have special
tax significance.
________

(b) Inquire as to the existence of “re
serves,” such as for inventories. ________
(c) Inquire as to the tax effect regard
ing the policy for amortization of
intangibles such as goodwill, etc. ________

(d) Review investment credit by ref
erence to fixed asset additions;
also consider recapture liability. ________
(e) Inquire whether the liability pa
pers contain items such as ad
vance receipts deferred on books
and reserves for anticipated losses
or expenses.
________
(f)

Review reconciliation of capital,
retained earnings, and surplus ac
counts.
________
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Completed
By

11. Evaluate any disclosures contained in
the footnotes relating to tax matters,
and the need for potential additional
disclosures.

12. Prepare schedule of the tax accounts
in the balance sheet and the income
statement for the current and prior
year. Compute the percentage rela
tionship of provision for income taxes
to pre-tax accounting income for the
current year and the preceding year
and explain any unusual relationships.
Reconcile causes of variation from
normal 50 percent relationship, if sig
nificant.
13. Inquire as to proper implementation
of APB Opinions Nos. 11, 23, and 24,
or any other accounting principles af
fected by tax matters.
14. Review treatment of special situations
such as:
(a) Companies consolidated for book
purposes, not for tax.

(b) Companies accounted for on the
equity method.
(c) Subsidiaries on which a separate
opinion is required.
15. Review the status of any acquisitions
made in the current year:

(a) Do reorganizations meet statutory
requirements?
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Completed
By

(b) What carryovers are available?

Not
Applicable Comments

_______

(c) Are there any liabilities for preac
quisition taxes?
________
(d) Are there basic differences for
book and tax?
_______
16. Consider tax aspects of matters requir
ing special treatment in the financial
statements, such as:
(a) DISC.

_______

(b) Nonrecurring or extraordinary
transactions.
_______
(c) Areas covered by tax accrual
checklist (Form T-202).
_______

17. Review state taxation area, particu
larly with reference to appropriate
compliance, allocations of income,
and magnitude of state tax provisions. _______
18. Prepare tax accrual evaluation of the
adequacy of the liability reserve in
terms of known requirements for tax
exposure items by year involved (re
flecting separately the exposure that
results in timing differences only), and
those exposure items not reflected in
the reserve account (reflecting sepa
rately items that merely result in tim
ing differences).
_______

19. If any adjustments to the tax accounts
are proposed by the tax accrual re
viewer, or if any other matters affect-
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Completed
By

Not
Applicable Comments

ing the financial statements or our re
port are raised, confer with auditor in
charge for resolution of these items. _______
20. Identify and note any tax-planning
items uncovered during the course of
the accrual review, particularly items
that could affect the current financial
statements (such as recommendation
to adopt accelerated depreciation on
the tax return).
_______
21. Prepare a point sheet that clearly sets
forth all points and questions raised
and their disposition. Note that many
points can be disposed of in a
minimum amount of time by first
conferring with the auditor in charge
of the engagement since he is quite
familiar with the client’s operations. _______

Part III.

Completion of Accrual Review by Tax Department
Subsequent to Performance of Field Work.
Completed
By

1. Answer any open review points.

2. Sign off on Form T-202 upon comple
tion of tax accrual review.
3. Document in memo form any ap
proved (by partner in charge of the
engagement) tax research work neces
sitated by the accrual review.
4. Assemble all tax accrual work papers
for tax department file in a separate
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Completed
Not
By
Applicable Comments

folder to be maintained in the tax de
partment separate and apart from
audit work papers.
_______ _________________

5. Prepare any approved (by partner in
charge of the engagement) tax plan
ning memoranda or letters to client. _________________________
In the performance of any audit step, due regard should be given to the
materiality standard. Time should not be consumed reviewing immaterial
items. The above standard audit steps are to be used as a guide and are
not intended to limit the scope of a particular accrual review. The scope
should not be extended, however, unless initial testing discloses a need to
perform additional review work. Prior to expanding the scope of review
work, the approval of the partner in charge of the engagement must be
obtained.
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for Corporate Tax Accrual,
Tax Provision, and Deferred Taxes

Client Name___________________ Number________________________

Year Ended___________________
Original Due Date of Federal
Income Tax Return___________ Extended To____________________

Checklist Prepared By______________________
(Audit Staff)

_______
(Date)

Tax Review By_____________________________________
(Tax Department)

(Date)

This checklist should be prepared by the member of the audit staff who
is in charge of the audit, and included in the working papers together with
the schedules comprising the tax computation and deferred taxes. The tax
accrual, tax provision, and deferred taxes in audited financial statements
must be reviewed by a reviewer from the tax department or someone
designated by the regional tax director. When appropriate, the tax review
should be done on the client’s premises. As a part of the tax review, the
auditor-in-charge must make available to the tax reviewer at least the
following items:

1.
2.
3.
4.
5.
6.

Working trial balance and adjusting entries.
Tax accrual and tax provision portions of working papers.
Reconciliations of capital, retained earnings, and “surplus” accounts.
Copies of federal income tax returns for open years.
Copy of latest revenue agent’s report.
This audit accrual checklist, completed through question 8.

Questions 9 and 10 should be completed after the tax reviewer has
indicated his approval of the tax accrual, tax provision, and deferred taxes
by signing off on the appropriate space above.
Normally, a “No” answer indicates a follow-up is needed. Please exp
lain all “No” answers on the face of the checklist and indicate references to
working papers and permanent files.
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YES

NO

N/A

1. Was adequate verification made of compliance
and of the recorded or potential liability with re
spect to material taxes other than federal income
tax, such as employer tax, sales tax, manufac
turer’s excise tax, and information returns listed
below?
(a) Dividends (Sec. 6042; Forms 1096, 1099, and
1099L).

(b) Interest (Sec. 6049; Forms 1096, 1099).
(c) Other payments (Sec. 6041; Forms 1096,
1099).

(d) Controlled foreign corporations (Sec. 6038;
Forms 2952 and 3646).
(e) Organization or reorganization of foreign
corporations and as to acquisitions of their
stock (Sec. 6046; Form 959).
(f)

Adoption of plan of dissolution or complete or
partial liquidation (Sec. 6043; Form 966).

(g) Issuance or transfer of stock issued pursuant
to certain employee stock options (Sec. 6039;
Forms 3921, 3922, and 4067).

2. Were the client’s tax functions managed or re
viewed by competent personnel?
3. If there is a carryover of (a) net operating loss, (b)
capital loss, (c) charitable contributions, (d) excess
contributions to pension plan, (e) foreign tax cred
it, (f) investment credit, and (g) dividend paid
deduction, or if any taxes were deferred,
(a) Were proper schedules made thereof and
made available to the tax reviewer?
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YES

(b) Was the tax effect thereof on income clearly
reported in the financial statements?
4. Are you satisfied that any material unresolved or
unrecorded tax liabilities (contested or not con
tested), and all tax risks were explained to the tax
reviewer?

5. If any of the following types of transactions oc
curred during the year, were they called to the
attention of the tax reviewer for his advice?

(a) Transactions with foreign affiliate, foreign in
come, transfer of foreign funds, foreign oper
ations, or foreign investments.
(b) Purchase, exchange, sale, or other disposi
tion of any material asset, business, or sub
sidiary, including stock of a 10 percent-ormore owned foreign corporation.

(c) Any reduction of indebtedness at a discount.
(d) Any material loss sustained by a subsidiary.
(e) Receipt of advance payments of unrestricted
cash or other prepayments received.

(f) Existence of related taxpayers, controlled
groups, or multiple corporations.
(g) Transactions with related taxpayers (alloca
tion of income).

(h) Client was or became a member of partner
ship or joint venture.

(i) Involvement in any antitrust litigation.
(j) Issuance of stock to employee, or an agree
ment to issue.
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YES

NO

N/A

6. If any special accounting methods are used by the
client (such as installment sales, long-term con
tracts, bad debt reserves, inventory valuation
methods, tax depreciation, long-term leases, ac
crued vacation, imputed interest, capitalization of
interest or statutory depletion deductions, or
other timing differences), were these pointed out
to the tax reviewer?
7. If there is a material income tax liability risk due
to a possible change in classification of the client,
or other special tax rules (such as excessive ac
cumulated earnings or other circumstances de
scribed below), was this called to the attention of
the tax reviewer?
(a) Regulated investment company.

(b) Real estate investment trust.

(c) Life insurance or casualty insurance.

(d) Public utility.
(e) Foreign investment corporation.

(f) Controlled foreign corporation.

(g) Personal holding company.
(h) Savings and loan association.
(i)

Mutual savings bank.

(j)

Commercial bank.

(k) Subchapter S corporation.
(l) Western hemisphere trade corporation.
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YES

(m) Component member of controlled group of
companies.

(n) Member of affiliated group of companies.
(o) Small business investment corporation.

(p) Other special status.

8. Was the Tax Planning Reminder List reviewed as
to this audit after completion of the field work?

The following questions are to be answered by the
tax reviewer:
9. If the tax reviewer made any business tax plan
ning suggestions, were these clearly noted and
presented to the reviewing partner?
10. Did the tax reviewer approve in writing the tax
provision, tax accrual, deferred taxes, and finan
cial statement treatment of taxes in final form for
this audit (by signing the first page of this check
list)?
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Illustration 15-5 Tax Accrual
Discussion Problems and Solutions

Problems

1. The consolidated financial statements of the client, a fast-food chain
operating in three states, involve the parent corporation and 51 sub
sidiaries. However, separate tax returns are filed for each corporation.
You are reviewing, with the audit manager, the balance sheet and income
statement provisions for federal and state income taxes. It is June 15, and
the financial statements are for the fiscal year ended April 30, 1971. An
IRS agent is engaged in examining the returns for the years ending in
1968, 1969, and 1970. He has discussed with the audit partner the reallo
cation under Secs. 61 and 482 of all of the income of the subsidiaries to the
parent. He also is talking about applying Secs. 269 and 1551 to disallow
the surtax exemptions of the subsidiary corporations. The potential tax
deficiency under each of these approaches would be about $600,000 for
the years involved in the audit. The agent has also mentioned that he may
propose disallowing the $100,000 accumulated earnings credit for several
of the subsidiaries.
You calculate that the taxation of the subsidiary income to the parent
would make a difference of $175,000 for April 30, 1971. The consolidated
after-tax net is $1,000,000, while total assets on the balance sheet amount
to $9,000,000. Review of the method of charging the subsidiaries for
services rendered by the parent leaves you with the feeling that the
taxpayer may not be able to show that the charges were reasonable. In
addition, corporate centralization has resulted in absence of real corporate
separateness in practice. On balance, you figure that the issue might be
settled for maybe 60 percent of the deficiency that is being considered if
the case goes to the Appellate Division level. You estimate that profes
sional fees to handle the case might run between 25 and 40 thousand
dollars.
The audit manager says he will go along with whatever you recommend
he do as to the financial statements, although he feels that sufficient
disclosure would be a footnote stating: “The company’s income tax returns
for the years ended in 1968, 1969, and 1970 are presently under examina
tion by the U.S. Treasury Department. It is anticipated that deficiencies
will be proposed in an aggregate amount of approximately $600,000.
Management intends to contest any such deficiencies, and therefore no
provision has been made for them.”

A. Given the above facts, what do you feel would be—

• The optimum financial statement presentation?
• The minimum acceptable presentation?
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B. Assume that your discussion with the manager has developed all of
the above facts, with the exception that no IRS audit has yet raised
the question. What do you feel would be—

• Optimum financial statement presentation?
• Minimum acceptable presentation?
2. A tax accrual was prepared on the basis that a consolidated return
election would be made for the year 1970, the accrual was reviewed and
approved, and the 10-K report is all typed and ready to be issued on that
basis. Separate returns would reduce after-tax earnings by 11 percent.
We have just learned that the corporate extension requests were filed
late, and that the extension requests were denied by IRS.
An appeal to the IRS Service Center is planned. The 10-K report
should be filed with the SEC tomorrow. The client already has copies of
the report, which he has used for other purposes. What do we do?
3. Our client is in various phases of subdividing. One subsidiary acts as
a land bank purchasing raw land, holding it for a time, and then selling it
to another of the subsidiaries. The subsidiaries all file separate returns,
and the land bank subsidiary has been reporting its gain as a capital gain
on these transactions for the five years of its existence. You feel that the
frequency of these sales, the fact that they are an integrated part of the
unitary operation, and the fact that this is the only business the corpora
tion engages in all contribute to the conclusion that this should be ordi
nary income rather than capital gain.
The audit partner has obtained a letter from the client’s attorney in
which he states: “The corporation is justified in reporting its gain on the
sale of the real estate as long-term capital gain under the rationale of
Houston Deepwater Land Company v. Scofield, D.C., Texas 110 F Supp.
394 (1953).” The audit partner also points out to you that the provision for
tax liability based upon treating the gain on land sales as ordinary income
rather than as capital gain would have a substantial impact on consolidated
earnings per share. He points out that on the consolidated financial
statements, the intercompany profit is eliminated and as a result, the
financial statement tax liability is actually a composite, as to this one
aspect, of the tax consequences of land sales made in all of the prior years
of the corporate operations, two of which years are already closed by the
statute of limitations and the balance of which may very well end up being
closed without the IRS ever even raising an issue on this point. “Why stir
things up?” he asks. “Nothing is different from last year, and we raised no
question about it then.”
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What should be the position of the tax partner in handling a situation
like this?

4. Our client was engaged in selling his corporation, which operates a
hotel. The tax advice in connection with the sale was mainly being prof
fered by the client’s attorney. At a meeting at which the tax aspects of the
sale were discussed, our client’s attorney told the buyer that if the buyer
would purchase the stock of our client through a corporation, he would
then be able to merge our client into that corporation and both receive a
stepped-up basis for the assets being acquired (substituting the price of
the stock for the basis of the assets) and avoid investment credit and
depreciation recaptures. He explained that under state law, the successor
corporation in a merger was deemed to be the same corporate entity as
the predecessor corporation, so that no disposition of the assets would
have occurred. At the same time, however, Sec. 334(b) provided that the
cost of the stock could be substituted for the cost of the assets in such a
situation.
This piece of advice did not sound correct to you at the time, but you
assumed that the lawyer knew what he was talking about. You were there
to represent the seller, not the buyer. The transaction has now been
consummated, and the purchaser has merged our former client corpora
tion into his corporation and is engaged in doing business. He has come to
us and asked that the firm continue to render services to the hotel as their
regular accountants, since he feels that our familiarity with the business
and our knowledge of the tax aspects of the transaction make us able to
handle things properly.
You have discussed with the audit partner the tax advice that this buyer
was given by the attorney for the seller, and you have concluded that the
tax advice was incorrect and that there should be both investment credit
recapture and depreciation recapture in connection with the merger. The
audit partner fears that if we tell the prospective client he will be quite
upset since the amount is material; the audit partner fears that we might
lose the engagement. He points out that the client has a letter from the
attorney stating that there will be no recapture. With such a letter, he
feels that we would be justified in preparing the Forms 1120 without
recapture and in not reflecting the recapture liability in the financial
statements. Possibly the IRS will never raise the question and in any
event we are clean since the blame for the bad advice will be on the
lawyer. What do you tell the audit partner? What do we tell the client?
How about the attorney?

15-47

Illustration 15-5

5. Classify each of the following potential tax adjustments as to whether
it is essentially a timing difference (T) or is not a timing difference (N):

a. A substantial asset On which an investment credit has been claimed
could be argued to be a component of a building for which no invest
ment credit is available.
b. A 20-year useful life was claimed on a new motel, although the IRS
guideline life would have been 40 years.
c. Interest Equalization Tax was not paid in connection with acquisition of
stock in a foreign corporation in reliance on ambiguous language in an
IET exception that the tax department says there is a 50-50 chance
might not be applicable.

d. A subchapter S corporation may have inadvertently terminated its
election during the taxable year, depending upon whether “substantial
services” were rendered in connection with certain rental properties it
acquired.
e. The corporation might be classifiable as a personal holding company if
certain of its receipts were held to be pursuant to “personal service
contracts.”

f. Interest could be imputed into stock received pursuant to a market
guarantee clause in a tax-free reorganization.
g. “Security deposits” may be alleged to be advance rental payments.

h. Payments made to so-called purchasing agencies may be challenged as
being indirect bribes being offered to obtain business.
i. Deductions claimed for the corporate yacht, jet plane, Florida con
dominium, etc., may be disallowed as not substantiated under Sec.
274.
j. A foreign subsidiary may be held to have derived more than 30 percent
of its gross income from subpart F sources while a DISC may be argued
to have lost that status because it derived more than 5 percent of its
gross income from sources other than export sales and rentals.

k. The corporation appears vulnerable to a penalty for unreasonably ac
cumulating earnings.

l. The corporation has a portfolio of tax-exempt state bonds and also had
interest expense during the year on amounts that it borrowed for work
ing capital purposes.
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m. Several relatives of the controlling shareholder, including his wife,
draw salaries as corporate officers in substantial amounts (for example,
the wife draws $20,000 as corporate secretary, although she is seldom
in the office).
n. The utilization of a net operating loss of an acquired corporation could
be challenged under Sec. 269.

o. A real estate developer claims capital gains on the sale of properties,
although its operating pattern is to build, rent, and then sell, and the
tax department feels there is substantial risk of ordinary income treat
ment.
p. All of the income of three subsidiary corporations operating under
subfranchises from the parent could be alleged to be income of the
parent.
6. Assuming that in each instance, in question 5, the amounts are
material, either be prepared to discuss the way in which you would
determine the tax provision, if any, to be made for the item on the
financial statements, or prepare a rough draft of the type of footnote, if
any, that you would consider sufficient disclosure.
Solutions:
1. The footnote that the audit manager suggested would appear to be
minimum acceptable disclosure, but only if the effect on the current year
and the years that will end in 1974 and 1975 is also reflected. The op
timum financial statement treatment might be based upon the tax
department’s estimate, and would involve setting up the amount of defi
ciency ultimately anticipated as being due, accruing the interest on that
amount, and accruing a reasonable allowance for professional fees. If
financial statement allowances are made, they should be made both for
the deficiencies that are proposed and also on a comparable basis for the
current year unless the tax department feels that some other basis should
be used. It would not seem that any footnote disclosure would addition
ally be necessary because the amounts involved are not that material
relative to the total assets of the corporation.
Whether or not the IRS has initiated an audit should not be determina
tive of whether we feel the tax risk should be provided for in some
fashion. Obviously, the fact that the IRS has raised certain issues makes it
impossible for us to ignore the existence of those issues even though we
may, perhaps inadvertently, not have been conscious of them previously.
The fact that the IRS has not yet raised certain issues is a factor in our
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evaluation of the probability of a deficiency ultimately being assessed, to
be given weight along with all other facts that might be involved. In the
specific situation involved here, however, the fact that the IRS has not
commenced an examination would not seem to affect the optimum or
minimum acceptable financial statement presentations. It might, though,
have some effect on the dollars involved in the event that the books are
going to reflect a larger tax accrual to take into account the risk of these tax
deficiencies.

2. There is no way of telling whether the IRS will or will not retract its
previous denial and grant an extension. As a result, there would not seem
to be any way in which we could file the 10-K report in its present form.
Either the tax provision should be changed to show the amount that
would be involved if separate returns were filed, or an extension of time is
going to have to be obtained for filing the 10-K report and an extension on
a consolidated return obtained during that time from the IRS. This is not a
situation where evaluations of probable outcomes will be helpful, as con
trasted to most of the others that we have been discussing. You might
want to emphasize that, in practice, audit personnel will probably en
counter more “black and white” situations, such as this one, than delicate
judgment areas illustrated in the other problems.
3. One of the most insidious arguments is that we must do something
wrong this year because we did it wrong last year. Perhaps this is also an
argument for the wisdom of the sometimes-proposed policy that auditors
should be rotated every few years. It is quite probable that we were
wrong last year in not doing something and it is also quite possible that
what we do this year will “stir things up.” But if the item is material, and
it appears to be, then our professional obligation is to the third parties
who will be using these financial statements, and not to protecting our
selves from a charge that we may have been negligent in the prior year.
Obviously, we should attempt to take whatever steps can be taken to
protect ourselves against an allegation that our work the prior year was so
grossly negligent that someone may have suffered a loss as a result of it.
But that is a matter for the audit partner to discuss with the partner-in
charge of his office and with other designated people within the firm. The
professional question that is involved is something else. On this point,
two wrongs do not make a right.
The letter obtained from the client’s attorney is of limited help. A
district court case in Texas in 1953 is not a terribly persuasive authority,
especially for a client who is not within the jurisdiction of that particular
district court. What the lawyer is really saying is that this case provides
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him with something that he can hang his hat on in the event the corpora
tion should be charged with fraud and negligence in adopting a capital
gain treatment. But that is not really the question that must be decided. If
the client’s attorney gave us a letter saying that he had knowledge of all
the relevant facts, he had researched the applicable tax law, and that in
his opinion there was little or no chance that the corporation would find
its gain on the sale of the real estate treated as ordinary income even in
the event that the IRS did audit the returns involved and a controversy
developed, then we would have a different factual situation and would
have to take another look at the weight to be given this outside represen
tation. Normally, we would accept such a representation from qualified
counsel, unless we were fully convinced that counsel was grossly in error.
The complications of the calculation certainly are maximized by the fact
that the intercompany profit is eliminated and that installment elections
are being used; but this relates to the calculation and not to the concept
that is involved here.

4. This situation is somewhat similar to that in number 3; we are faced
with a situation in which we are 100 percent certain that the lawyer
involved is incorrect. Do we take the word of the attorney, and allow his
professional judgment to be substituted for our own? When the question
is phrased that way, the answer must be that we do not. What we proba
bly should do is to suggest to the client that we would like to get a
confirming letter from another attorney, perhaps one that would be
mutually agreeable to his attorney and ourselves. We should attempt to
select a qualified tax attorney, agree on a statement of the facts at issue to
be submitted to him, and then get his written opinion thereon. If the
client is not willing to follow such a procedure, we may have no choice but
to resign the engagement. In actual practice, clients usually are willing to
obtain such confirming opinions, especially when it is pointed out to them
that the financial statements are basically theirs, they have the basic
responsibility for their correctness, and they have as much or more in
terest in that correctness than we do.
5.

a.
b.
c.
d.
e.
f.
g.
h.

N
T
T
N
N
T
T
N

i.
j.
k.
l.
m.
n.
o.
p.

N
N
N
N
N
N
N
N
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6. This is an extremely broad discussion question, inasmuch as the
ways in which the amount could be determined could be quite diverse.
Your task is to attempt to eliminate the more unsuitable alternatives,
rather than “sell” a specific approach. The discussion below explores,
rather than delineates, some of the factors involved in the specific items.

(a) The financial accounting method used for the investment credit will
obviously be a factor in deciding what needs to be done. If flow
through was used by the client, then the effect of a proposed defi
ciency would be an increase in the income tax expense for the year of
acquisition. If the investment credit was used to reduce the cost of
the fixed asset for financial accounting (not tax) purposes, then the
effect of an adjustment would be to increase the depreciation on the
fixed asset over a period of years. Note that this is not a timing
adjustment even in this situation, inasmuch as the adjustment never
turns around. It is an adjustment that is spread out for financial
statement purposes over a period of years, which is slightly different
from an adjustment that turns around over a period of years. In either
case, the amount of the liability shown on the balance sheet for taxes
would be affected. The determination of the amount to be booked, if
an amount is to be booked, should involve obtaining the tax
department’s opinion on the likelihood of the issue’s being raised and
on the probable outcome if the issue is raised. One commonly used
rule of thumb is that if there is less than a 50 percent probability that
the client will have some tax adjustment made, then no amount
should be provided for in the financials themselves; while if there
seems to be less than a 25 percent chance that any additional tax
would ultimately be payable, no footnote disclosure would be re
quired unless the weighted estimated tax ultimately due would itself
be material or where the IRS has already raised the issue.

(b) While the lengthening of the useful life is only a timing difference,
the ability to utilize the depreciation deduction in future years may
be sometimes questionable based upon the difficulties of seeing that
far into the future. Certainly, in terms of the time value of money, a
deduction disallowed today that will be allowed 20 years from today is
not merely a swap of one dollar for one dollar. However, we have not
yet reached the point where the time value of money is reflected in
the financial statements, except to a limited extent with respect to
liabilities. Therefore, about the most that present practice would
seem to require is a footnote that the useful lives claimed are shorter
than those provided by the IRS and that adjustment to those useful
lives may be required upon IRS examination of the returns involved.
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(c) Your people may not be familiar with the Interest Equalization Tax,
(IET) and you may want to brush up on it yourself. It is discussed in
the Master Tax Guide, paragraphs 1256 and 1257. The amount of
Interest Equalization Tax paid in connection with the acquisition of
stock is, for both book and tax purposes, an addition to the cost of that
stock. That being the case, the possible deficiency here would be a
timing difference. Furthermore, it would not be an item that would
affect the current-year tax expense since it is part of the cost of acquir
ing a capital asset. The tax is a timing situation because whatever
amount is paid in tax will be an offset against whatever gain is realized
in the future for federal income tax purposes. It could be argued, with
some logic, that this is not the same type of timing difference as with
an income tax adjustment, inasmuch as the client must pay out the
dollars of tax, but will benefit in terms of the future income tax offset
by only 30 percent (assuming that is still the capital gains rate) of the
additional tax that is paid. But unless the amount involved were so
material as to jeopardize the financial position of the corporation,
taking into account that the tax will be paid out of current assets even
though a noncurrent asset is increased thereby, no financial state
ment mention would seem to be necessitated. You might want to
contrast this with the situation where the IET might conceivably be
due in connection with a sale by a U.S. corporation to a foreign
purchaser, in which the U.S. corporation realizes income but on
which it does not pay IET. The IET can be involved in such a sale
when the U.S. seller receives a debt obligation from the foreign
purchaser, although there are numerous exceptions to the applicabil
ity of the IET to such transactions so that it is infrequent that it
would, in fact, be so applicable. But, where applicable, the IET
involved would not then be a timing difference, but would be an
expense of the year of sale reducing the gross profit on the sale and
having a much sharper and immediate impact on reported earnings.

(d) The financials of a subchapter S corporation normally have a footnote
disclosing its tax situation anyway. Depending upon the degree of
likelihood that the election has been terminated, it would appear that
either provision would have to be made for the income tax liability (if
the likelihood was quite high), or the footnote modified to reflect the
danger of the situation (if the likelihood of loss of subchapter S status
was not insignificant but not so probable as to require an accrual).
Again, the rule of thumb might be that financial statement accrual
might be required if there were a more than 50 percent likelihood,
while footnote disclosure might be necessary if the probability were
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between 25 and 50 percent. As in all these situations, the tax depart
ment should be relied upon for the appraisal of the degree of risk
actually involved.
(e) Depending upon the circumstances, a possible personal holding
company penalty might, as to the corporation, be viewed as a mean
ingful risk or not even a meaningful risk. This is so because of the
deficiency dividend provisions (MTG 269), which allow the corpora
tion to eliminate the personal holding company tax penalty under
such a situation as described here by paying dividends to its
shareholders. The niceties of disclosure in such a situation are not,
however, made easier by such an option being available. In order to
take advantage of the alternative, the corporation will normally have
to distribute assets, and the compulsion to make such a distribution in
the event personal holding company status is determined, is a mate
rial fact that should be revealed to creditors and others perusing the
financial statements. Thus, footnote disclosure would normally be the
appropriate way of handling the personal holding company situation,
although situations can be envisioned, such as proposed liquidation of
the corporation, where the deficiency dividend route might not be
available.

(f) The client has received stock, which stock was ostensibly received
tax-free. Thus, the tax basis of the stock is determined by reference to
property, presumably stock in a subsidiary, that was given up. If it is
determined that some of the stock that was received should actually
be treated as taxable interest income, then the effect is to increase the
basis of that stock for tax purposes by the amount of the income being
reported. Thus, there is a situation that in some senses is analogous to
the discussion in (c) above, except that the interplay between the
dollars involved is between the ordinary income rate (for example, 48
percent) and the capital gain rates applicable at the time the stock is
sold (for example, 30 percent), as contrasted to the 100 percent pay
out required to pay the IET in (c) offset by the 30 percent benefit
received when the stock is disposed of in the form of reduction in the
gain subject to the capital gains tax.
(g) Where security deposits are deemed to be income, we are dealing
with a typical timing difference. Most frequently, the time span in
volved will be a relatively few months or years, so that no financial
statement provision or disclosure would normally be necessary in
such a situation.
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(h) The type of situation envisioned here is one where the officers of a
customer may have set up some sort of a dummy purchasing opera
tion, with the knowledge of our client. In order to do business on a
most favorable basis with the ultimate customer, our client must pay a
side commission to the purchasing agency, really in the nature of a
bribe or kickback payment. If the ultimate customer is a government
official or employee, then the payment would be nondeductible if it is
unlawful under U.S. law “if such laws were applicable to such pay
ment and to such official or employee.” If the payment is not going
indirectly or directly to a government official or employee, then a
deduction for such payment might be disallowed if it was illegal under
a federal or state law that is generally in force. Since the burden of
proof is on the IRS, the taxpayer has every right to claim these
deductions. (You may want, in fact, on various of these points, to
discuss the fact that the CPA is justified in taking a position on a tax
return as long as he has support for that position, even though at the
time of preparation of the return he may feel that there is only a 15 or
20 percent chance that the treatment will stand up.) In evaluating the
provision that should be made, the tax question is only a part of the
overall question, and an opinion should probably be obtained from
the client’s attorney to the effect that either the payments being made
do not violate any state or federal law, or that if they do technically
violate such law, such law is not generally enforced within the mean
ing of Sec. 162 of the Code and the regulations thereunder. While it
is possible that we might want to make provision for a situation, we
would probably do so only relative to providing an addition to the tax
liability accrual and without any footnote discussion unless an ex
tremely unusual situation and extremely material amount were in
volved. Note that in the event it is felt that there is need for such a
provision, it means there is a strong probability that there has been a
law violation and there may be criminal penalties and civil liability
that might be involved over and above the tax aspects of the transac
tion. The financial aspects of any such exposures also should be re
flected in terms of the financial statements and/or the footnotes
thereto.

(i)

Unless there is some sort of repayment agreement with corporate
officers relative to disallowed expenses, these would not be timing
differences and are the types of items which would typically be pro
vided for in the amount of the tax accrual, if material, instead of being
discussed in the footnotes to the financial statements. While such
amounts might be material for a specific business, they generally are
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not of such a nature that their size would be potentially catastrophic
to the entity.
(j) In general, income tax is not provided for either foreign subsidiaries
or for the deferred 50 percent portion of a DISC’s income tax unless it
appears likely that the assets involved will be brought back into the
United States and subjected to U.S. income tax in some reasonably
foreseeable future. Thus, the effect of a determination that the
foreign subsidiaries derive more than 30 percent of their gross income
from Subpart F sources is to subject some part of their income to
U.S. taxes, while the effect of the DISC’s losing its status would be to
subject the other 50 percent of its income to U.S. taxes. Where the
foreign subsidiary’s income is includible in the parent’s because of
Subpart F, the parent is entitled to a credit against U.S. taxes for a
proportionate part of any foreign taxes paid by the foreign subsidiary,
and thus this acts as a partial offset in arriving at the dollar amount of
exposure involved. We have labeled this as not a timing difference
because of the long period of time that it is anticipated the investment
will be held as the rationale for not having accrued U.S. income taxes
on the foreign earnings in the first place. It is, nevertheless, true that
the effect creates a type of timing effect in that the tax basis of the
stock in the foreign subsidiary or in the DISC is increased by the
amount of the income being imputed to the parent corporation, and
thus a subsequent gain or loss on disposition of the stock is corres
pondingly reduced by that same amount. Since the gain on disposi
tion of foreign subsidiaries frequently produces ordinary income, at
least in part, it is quite possible that the offset may be different from
the offset previously discussed in (c) and (f). Footnote disclosures are
usually made regarding the income tax status of any consolidated
subsidiaries, so that the type of risk involved here would easily and
logically be a part of such footnotes.

(k) The penalty for unreasonable accumulations is not self-assessed, and
so would not be provided on Form 1120 even in a clear case where it
was due. Note that interest does not run until the penalty has been
assessed. Module T-306 deals with the accumulated earnings penalty,
but, like any of these situations, the determination of the amount of
exposure should be arrived at in consultation with the tax depart
ment, and the question of whether a dollar amount should be pro
vided for in the financials or whether a footnote disclosure is sufficient
or even needed will depend upon the evaluation of the likelihood of
the penalty being imposed and the materiality of the amount in the
event it is imposed.
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(l) The disallowance of interest paid is not a timing difference, but is a
permanent loss of a deduction. The position of the IRS, given the
facts indicated here, would probably be that the interest deduction
must be disallowed to the extent of the amounts of loans that would
not have been necessary if the municipal bonds had been liquidated
and used as working capital.
(m) The disallowance of salaries as unreasonable, absent some sort of a
repayment agreement with the corporation as to excessive salaries, is
not a timing difference. In most instances, the amounts involved will
not be material, but where material, these items need to be
scrutinized and provided for as any others. Note that a repayment
agreement can create an offsetting asset to the corporation of the
amount that was excessive, which more than offsets the amount of
additional tax that the corporation is called upon to pay as a result of
the disallowance. In other words, if $50,000 of salary in the aggregate
is disallowed as unreasonable compensation, the tax thereon might be
$24,000, while the corporation would, if enforceable repayment
agreements existed, be able to collect a total of $50,000 from the
recipients of the salary payments. An even stranger example is availa
ble when qualified stock option plans are looked at. If the plan is a
qualified plan, the corporation gets no deduction at all. However, if
the plan turns out not to be a qualified plan, the employee derives
taxable income and the corporation has the windfall benefit of a tax
deduction in the same amount.

(n) This nontiming adjustment, if material, probably requires footnote
disclosure rather than a financial statement provision, because of the
extreme difficulty of evaluating the ultimate outcome of a controversy
over such net operating losses.
(o) This is not a timing matter either, but is instead the difference be
tween the 48 percent tax on ordinary income and the 30 percent tax
on capital gain. The tax department must be relied upon to evaluate
the risks that are involved, although it is not uncommon that as a
question like this gets raised, efforts can be made to document the
client’s position better so that the transaction is one involving capital
gain, thus reducing the risk that the tax department perceives in the
situation.
(p) This nontiming situation is one that will eventually disappear as the
surtax exemptions of the law are phased out. The general subject is
discussed in Module T-303 on multiple corporations. If the amount
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involved is material, a footnote disclosure would seem to be
indicated—although, where material, the fact that the surtax exemp
tions are being phased out would normally be the subject of a footnote
disclosure anyway. The fact that there are only three subsidiaries
would indicate that the amounts involved for a current year cannot be
too substantial, because the value of a surtax exemption (MTG 242)
for a fiscal year that includes December 31, 1973, cannot exceed 26
percent of $8,333.
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Rules of Evidence
The tax practitioner who lacks understanding of the rules of
evidence and their applicability in tax matters limits his useful
ness to his client. Even though relatively few clients are in
volved in tax controversies, every client has a controversy po
tential. A taxpayer who is right but unable to prove it suffers a
deficiency just as great as the taxpayer who was wrong all
along, but the deficiency is harder to bear. It may be particularly
hard to bear for the CPA whose inattention to the rules of
evidence may be partly to blame. Not only does the tax man’s
conscience bother him, but the client may well suspect that the
professional advice was something less than it could have been
and may seek another CPA in the future.
While this chapter is aimed at the nonlawyer CPA, even per
sons with a legal background may find it useful as a refresher.
The chapter does not deal with courtroom procedure or matters
of that sort; it is intended to give a general background. More
detail can be obtained through the many excellent books on evi
dence.1 It should be noted that any pre-1974 book will not re
flect the changes wrought by the new rules of evidence in fed
eral courts adopted by the U.S. Supreme Court to be effective
July 1, 1973, but postponed by the Congress. Illustration 16-1
highlights the proposed rules. The nonlawyer, however, should
always be aware that the rules governing admissibility and ex
clusion of evidence are intricate and complex, and that the sig
1 See, for example, McCormick on Evidence, Hornbook Series (St. Paul,
Minn.: West Publishing Co., 1954) and John E. Tracy, Handbook of the
Law of Evidence (Englewood Cliffs, N.J.: Prentice-Hall, 1952).
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nificance of, or need for, a particular piece of evidence can only
be grasped if all of the legal as well as tax and accounting aspects
of a possible problem situation are envisioned. Thus, when a
question on evidence arises, he should obtain the advice of an
attorney. A whole case may rest on one piece of evidence.

“Best Evidence” Rule
Whenever there is an original of something written, the bestevidence rule dictates that the original must be produced rather
than testimony as to its contents. Only if a satisfactory explana
tion can be made for failing to produce the original will “sec
ondary” evidence be accepted. What is a satisfactory explana
tion?
Generally, such an explanation appears to involve testimony
about the loss or destruction of the record. Thus, the fact that
a fire occurred on the business premises, or that there had been
a flood, or anything similar, coupled with evidence that the par
ticular writing involved was present and thus destroyed at the
time of the occurrence, would seem to be a satisfactory explana
tion. Many businesses, however, have regular record-destruction
programs, where business papers are destroyed on a predeter
mined schedule. Is such destruction by the taxpayer himself a
satisfactory explanation for his failure to produce an original
writing?
The answer seems to depend upon the circumstances. If the
taxpayer follows a record-destruction program that has been
recommended by both the taxpayer’s accountant and his attor
ney, so that it is quite clear that the destruction is in the ordinary
course of business, then it seems that no unfavorable inferences
should be drawn from the fact of voluntary destruction, and sec
ondary evidence should be admissible. The recommended rec
ords-retention schedule should be in writing, and the list of
records destroyed, the dates destroyed, the manner of destruc
tion, and the signatures of the persons responsible for the de
struction should be preserved.
What is admissible secondary evidence, then? In general, such
evidence would be a copy of the original (for example, a micro
film record) or the testimony of a witness who can recall the
contents of the original. Where books and records are unavail
16-2

able, work sheets, financial statements, and similar material may
be acceptable secondary evidence. Photographs are a particularly
useful type of secondary evidence in such matters as casualty
losses, where it is impossible to produce the thing itself. It is
necessary to show that the secondary evidence is accurate.

Business Records Rule

Since tax cases involve federal law, our concern here is with
Title 28, U.S. Code, Section 1732, which deals with records made
in the regular course of business:
In any court of the United States and in any court established
by Act of Congress, any writing or record, whether in the form
of an entry in a book or otherwise, made as a memorandum or
record of any act, transaction, occurrence, or event, shall be ad
missible as evidence of said act, transaction, occurrence, or event,
if made in the regular course of any business and if it was the
regular course of such business to make such memorandum or
record at the time of such act, transaction, occurrence, or event
or within a reasonable time thereafter. All other circumstances of
the making of such writing or record, including lack of personal
knowledge by the entrant or maker, may be shown to affect its
weight but such circumstances shall not affect its admissibility.
The term “business” as used in this section includes business,
profession, occupation and calling of every kind.

This is a much more workable rule than the common law
Shopbook Rule, which often required that before business records
could be introduced it must have been shown that the person
keeping the records was unavailable to testify (if available, his
testimony would be sought as to the transaction, with the records
refreshing his recollection), and that the entrant had personal
knowledge of the transaction.
It should be noted that the federal rule does not stipulate the
physical form of the record. Thus, a record made as a carbon
copy of another (common in many bookkeeping systems), on

loose-leaf pages or on some type of card, appears admissible, as
would the punched tape produced as an automatic byproduct of
machine usage in some automated accounting systems. Major
emphasis lies on the “regular course of business” aspect of the
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entry. Existence of written charts of account, procedures man
uals, and job instructions all prove helpful in showing what rec
ords were regularly made in the “regular course of business.”
The entry that is admissible as evidence is the first permanent
entry that was made. Thus, a general ledger would normally not
be a business record, since it is a summary. Rather, recourse must
be to the journals. Thus, it is extremely important that the first
permanent record customarily made of a transaction be as de
tailed as necessary for a full understanding of the tax aspects of
the transaction. General journal entries without full explanation,
for instance, can cause an infinite amount of trouble. Of much
better evidential value is the frequently used journal voucher,
bearing a single entry on a single sheet, with a full explanation
(including supporting documents) and initialed by the persons
authorizing and making the entry.
It should also be noted that the entry must be made within a
reasonable length of time after the transaction. Some state cases
have allowed as much as 30 days after a transaction as being
“reasonable” time in which to make an entry where it was made
on the basis of written memoranda. On the other hand, entries
based on memory certainly cannot be delayed such a length
of time. It would seem that situations where the client’s books
were actually prepared only on a quarterly basis, for instance,
could result in records that might not be acceptable as evidence.
Instead, the transactional data from which the journals were pre
pared might itself be required to be introduced, with related
problems of complexity. Of course, if the data was not available,
under the best evidence rule the records might still be ad
missible, but as secondary evidence of the transaction rather than
under the caption of records made in the regular course of
business.
A summary of complete accounting records will normally be
accepted in evidence if the original records which produced the
summaries are available in the courtroom for opposing counsel
to examine, and the preparer of the summary is also available for
cross-examination.
Needless to say, the fact that a business record may be admis
sible under the statute does not mean that its admission as evi
dence cannot be challenged—for instance on the grounds that it
is irrelevant—nor its validity attacked.
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Correspondence

Replies to letters may be admissible as evidence under a gen
eral rule that displays great common sense. For the reply to be
admissible as evidence without authentication, there must be
proof that the original letter was sent, the original letter must not
be barred by the hearsay rule, and the reply must show in some
manner that it is an answer or response to the original letter. It
is also generally true that a retained carbon copy of a letter may
be introduced as the “best evidence” without the necessity of
producing the original itself.
In tax matters, these rules may be of particular importance.
Where there is correspondence with the Treasury Department, it
is not infrequently the case that the Treasury Department can
not produce original copies of the taxpayer’s letters to them.
Thus, it is generally good advice for both the practitioner and
the client to make sure that correspondence with the Treasury
Department fully identifies the matter involved, and that carbon
copies are retained in a permanent manner.
Corporate Minutes

The minutes of a corporation, when properly authenticated by
the appropriate corporate officer, are admissible as evidence.
They can be used to provide proof of the actions taken at the
meeting. While some doubt may be cast on statements made in
the minutes of the reasons for actions, on the basis that such
statements may be self-serving, the minutes may be of some evi
dential value in proving business purpose or other motivation.
Certainly, damaging statements in the minutes will be given
great weight as evidence, as being admissions against the tax
payer’s interest.
Unfortunately, many corporations do not maintain their min
ute books in a manner that allows the minutes to be useful as
evidence. We frequently encounter meetings without minutes,
and as frequently minutes without meetings. Neither circum
stance is particularly helpful in proving a tax case. In the first
instance, recollection of what actually happened is usually weak.
In the latter instance, putting the minutes into evidence may
be impossible because they cannot be authenticated as being
what they seem to be.
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Parol Evidence Rule
The parol evidence rule is really a part of the law of contracts.
Parties to a written instrument negotiate back and forth, making
offers, compromises, and the like and finally embody the sum and
substance of all their negotiation in a written agreement. In gen
eral, a court will not allow one of the parties to subsequently intro
duce testimony (parol evidence) that serves to alter the written
agreement. But the exceptions to this general rule are many.
First, the parol evidence rule applies only to the parties to the
contract. Thus, strictly viewed, it is probably inapplicable to most
agreements involved in tax matters, except for agreements be
tween the taxpayer and the government.
But even when parol evidence is admissible, it is admissible
to interpret the agreement and not to change the plain mean
ing of the agreement. Thus, if the buyer and seller of a business
agree in the sales contract that the seller shall be paid $5,000
per year for five years for his agreement not to compete, this
agreement between the parties will stand up for tax purposes if
it is actually carried out. If, on the other hand, the sales con
tract merely recites the agreement of the seller not to compete
for five years, the buyer will have a nearly impossible job showing
that $25,000 of the total installment price was allocable to the
agreement.
The parol evidence rule also will not bar introduction of evi
dence contradicting the terms of a written receipt, nor will it pre
vent the introduction of evidence showing that the consideration
recited in a contract was not the actual consideration—if one looks
at the common phrase on consideration, “For one dollar, and
other good and valuable considerations . . . ,” one can see why.
Further, where there are trade customs that are standard in the
particular trade or business, and taken for granted without being
specifically incorporated in contracts, the parol evidence rule
will not prevent production of testimony as to their existence.

The Hearsay Rule
The basis for the hearsay rule is that only testimony that is
subject to cross-examination should be admissible as evidence.
Thus, the hearsay rule will operate to exclude either testimony
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in court or written evidence that relates to a statement made
out of court. The business records rule, discussed above, is ac
tually one of the numerous exceptions to the hearsay rule.
Records that do not fall under the business records rule, and
are otherwise not authenticated, would thus be excludible as
hearsay. However, records that can be authenticated, such as a
corporate minute book, may be admissible. A corporate minute
book, for instance, would normally be authenticated by proving
the signatures thereon. If the person who signed the records is
not available to testify, then a witness to the signing may testify.
In an extreme situation, the handwriting of the signer may be re
quired to be identified by experts.
Fortunately, in tax matters many records are accepted, as will
be discussed later, which would probably be excludible in a court
proceeding as being hearsay.

Admissions Against Interest

A major exception to the hearsay rule, and one that frequently
bears heavily on the taxpayer (as discussed in chapter 9 on
fraud) is the acceptability of a person’s admissions made against
his own interest. Statements made by a taxpayer in a tax return,
comments in the corporate minutes, material in a letter or mem
orandum, or testimony in nontax administrative or court proceed
ings are all within the scope of admissible statements against
interest. In like manner, comments made in the same places
which would help the taxpayer are excludible as hearsay on the
justifiable ground that they are self-serving declarations.

One-Party Affidavits
Nonlawyers have great faith in affidavits. Unfortunately, affi
davits do not constitute admissible evidence, no matter how
many oaths may be sworn or notarial seals affixed. If a tax case
reaches court, the major advantage of an affidavit is its possible
use to impeach the testimony of the person who gave the affi
davit, in the event that his testimony and the affidavit conflict.
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Depositions

One problem in tax matters is the interminable time that can
elapse from the occurrence of a transaction to the date a tax
case comes to trial. At the time of the transaction, various indi
viduals involved in the transaction are readily available. Who
knows where they will be when their testimony is needed?
Two types of depositions provide partial answers to the prob
lem of perpetuating testimony. The deposition de bene esse can
be used when a case is pending and there is reason to fear that the
testimony of the witness may not be obtainable at the time of the
trial. The deposition in perpetuam rei memoriam is used in a mat
ter that may come before a court, where the witness, due to age
or infirmity, is liable not to be available if a case does ever de
velop. The specific rules for taking these depositions, and the
specific circumstances under which they may be taken, are mat
ters of statute, or court designated rules of practice, and so vary
from one court to another. Tax Court Rule 82, for instance, takes
the position (contrary to Estate of Bernard A. Marx1) that even
though a statutory notice of deficiency has not been issued, the
court has power to issue an order to take depositions in perpetuam
rei memoriam.
In general, the deposition can be taken only after adequate
notice to the government’s counsel has been given. A judge, clerk
of a court, notary public, or some other designated official will
actually take the deposition. The taxpayer’s representative and
counsel for the government are both present, plus the designated
official and the witness. The witness is sworn, questions are put
to him, and the questions and his answers are recorded. Counsel
for the government has the right to cross-examine the witness.
Both parties have the right to object to any of the questions or
answers, and such objections are noted, to be disposed of by the

court as, if, and when the deposition is introduced into evi
dence. The stenographic record of the session is transcribed,
signed by the witness, and certified by the designated official. It
is then sent to the appropriate court.

1 Estate of Bernard A. Marx, 40 TC 1.
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As, if, and when the case for which the deposition was obtained
comes to trial, the deposition is only used as evidence if the
testimony of the witness cannot be personally obtained.

Presumption in Tax Matters
The general rule is that the burden of proof is on the tax
payer. However, there are several exceptions to this rule.
First, the burden of proof is on the government as to matters
it raises subsequent to the issuance of the statutory notice of
deficiency. Thus, if a deficiency notice disallowed $10,000 of
travel and entertainment expenses claimed by a corporation, the
taxpayer would have the burden of proving his right to the
$10,000. If, after a Tax Court petition had been filed, the Com
missioner decided to disallow an additional $5,000 (making a
total disallowance of $15,000), the burden of proof on the ad
ditional $5,000 would be on the government.
As mentioned in the discussion of the tax audit, this shifting
of the burden of proof to the government once the petition is
filed is one reason why many practitioners prefer to have a 90day letter issued on the basis of the agent’s examination. They
reason that taking the case through district conference and the
Appellate Division can only result in a notice of deficiency,
which will raise more issues on which the taxpayer has the
burden of proof, thus complicating their settlement problem.
In a Tax Court proceeding involving unreasonable accumu
lation of earnings, the burden of proof may be shifted to the
government regarding the reasonableness of the accumulation by
filing a statement indicating the reasons for the accumulation.
The exact nature of the statement required and the full effect of
filing it, are still being hammered out through case-by-case in
terpretation.
Where the Treasury Department asserts the taxpayer is liable
for a tax as a transferee, the burden of showing transferee lia
bility is on the government. However, once the transferee status
is established, the taxpayer has the burden of proof concerning
whether the transferor was or was not liable for any tax or de
ficiency in tax.
If civil or criminal fraud is involved, the burden of proof is
on the government. However, even though the year is otherwise
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closed by the statute of limitations, once the government has car
ried its burden of showing fraud in any amount at all, the burden
of proof shifts to the taxpayer if he wants to contest the amount
of deficiency that has been determined.
The statute of limitations does not operate automatically to
bar a deficiency. The taxpayer must plead the statute, and the
burden of proof is on the taxpayer to show that the statute of
limitations has run. But once the taxpayer has proved the appli
cability of the statute, the burden of proof is on the government if
it wishes to show that the case falls within an exception. Thus,
to take advantage of the six-year statute of limitations resulting
from an omission of more than 25 percent of gross income, the
government must prove the omission. Similarly, the burden of
proof is on the government when it relies on the provisions of
Secs. 1311 through 1314, dealing with situations in which the tax
payer has maintained an inconsistent position, to lift the bar of
the statute of limitations.
Before leaving this question of presumption, it would be de
sirable to spell out what is meant when we say that the “burden
of proof” is on the taxpayer or the government. It seems quite
clear that the party with the burden of proof has, first of all, the
burden of going ahead with the evidence. If no evidence is intro
duced by him, the party with the burden of proof will lose his
case. Beyond that, though, the party with the burden of proof
has, in the last analysis, the burden of convincing the court that
he is correct, that the preponderance of the evidence supports his
position.
During the actual course of a trial various presumptions come
into effect, such as the presumption that a letter that was mailed
was received in due course. Presumptions of this sort require that
the other party, taxpayer or government, introduce proof to the
contrary. Once such proof has been introduced, the presumption
fades. Presumptions of this sort do not, however, affect the basic
problem of burden of proof.
Different Rules at Different Levels

Tax controversy, as discussed before, mainly takes place far
below the formal level of the courts. Some two million tax audits
are made annually, and all but 100,000 or so of these potential
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cases are settled at the revenue agent level. Nine out of ten of
the remainder are settled without ever leaving the jurisdiction
of the Treasury Department.
At the agent level, there are no rules of evidence. The indi
vidual agent will accept what seems reasonable to him and re
ject what does not. Many a tax audit starts and ends with the
practitioner’s working papers. It matters not that the working
papers might not be admissible as evidence—the agent has ac
cepted them.
Frequently, when dealing with a reputable practitioner, the
agent will ask the practitioner to work up certain data for him.
Such summaries can be evidence. In a court proceeding on a tax
matter, summaries are generally accepted as a result of stipula
tion. Where there is a situation requiring proof of the results of
numerous transactions or the examination of many books or
papers, and it is obviously impossible to present the basic data
for examination in court, a summary prepared by an expert, who is
available for cross-examination in court, may be acceptable evi
dence. However, the basic data from which the summary is pre
pared should be available for examination by the government.
The agent, though, will usually accept without question a sum
mary prepared by a practitioner he trusts.
Since revenue agents generally are accounting-trained, they
tend to accept evidence on roughly the same basis as an auditor,
rather than on the basis that might be required in a court pro
ceeding. Thus, supporting invoices, canceled checks, corporate
minutes authorizing a transaction, copies of contracts, and so
forth, are accepted at face value in the routine examination, to
the extent they are even examined. Where matters seem regular
upon their face, the agent will tend to accept the ledger entries
as correct for most items, focusing his examination on areas
where controversy is more likely, such as travel and entertain
ment, repair and maintenance expenses, entries directly to re
tained earnings, reasonableness of compensation, reasonableness
of bad debt reserves, and transactions that appear unusual. An

agent would normally not even look at the source of postings to
the general ledger cash account. But if a journal entry were made
crediting cash, he might suddenly take an interest since such
an entry would be unusual.
This is, therefore, one of the major advantages of a bookkeep
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ing setup that is relatively conventional and is accurately main
tained. By a conventional setup is meant one where the items
on the return can be traced back through the working papers to
a general ledger. The general ledger items, in turn, can be traced
back to the books of original entry. The books of original entry
are supportable by business papers. There is a presumption, in
practice, that the financial statements produced by such a system
are reliable if reconciliations of key accounts, such as cash, re
ceivables, and payables, are regularly made without material ad
justments being necessary.
On the other hand, records that consist only of original docu
ments summarized in a manner impossible to follow, adjusted for
items that are not fully explained, and finally stuck onto a return
tend to get a rather skeptical scrutiny.
The basic facts developed in the agent’s examination are gen
erally accepted as correct for purposes of the district confer
ence and the Appellate Division proceedings. Thus, the data in
the agent’s report as to the entries made to the bad debt reserve
and the actual bad debt experience will not normally be facts
for the practitioner to refute. On the other hand, the interpreta
tions drawn from such facts by the agent are not necessarily as
sumed to be correct. If the agent’s facts are disputed, generally
the case will be sent back down for further field examination.
Similarly, more field examination will be requested if entirely
new matters are raised, such as a counter-claim that the alleged
deficiency is offset by an overstatement of some other income
item.
If additional evidence is to be submitted to the Appellate Divi
sion, especially evidence clarifying points that were touched upon
in the agent’s examination but that remained unexplored, the evi
dence may need to be submitted under the penalties of perjury.
Thus, in a case involving a question whether certain gain on
real estate was capital gain or ordinary income, the agent looked
only to the frequency of transactions and the proportion of annual
income derived from real estate gains. The taxpayer’s case was
built upon a major point that the agent had dismissed as irrele
vant—that the sales were all unsolicited, and that, therefore, the
property was not held for sale. To “prove” this contention, ex
parte affidavits (completely inadmissible in a court as evidence)
were submitted from the various buyers. These proved helpful in
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working out a satisfactory disposition of the case with the Ap
pellate Division.
In proceedings before a U.S. district court or the Court of
Claims, the parties have the right to take depositions for the pur
pose of discovering evidence from anyone whose testimony might
be pertinent. The deposition itself is not normally usable as evi
dence—although it can be used to impeach the witness—but it
does help in clarifying what the facts are. Commonly, the infor
mation brought out in the deposition will then be stipulated to
by the parties and there will be no need to actually introduce
witnesses. In a Tax Court matter, the rules of the Tax Court re
quire that the parties attempt to stipulate the facts to the maxi
mum extent possible. This means that many matters that might
otherwise need to be proven through tedious testimony will be
agreed to before the start of the Tax Court trial. Thus, not many
tax cases involve a great deal of evidence, since the problems of
the validity and admissibility of specific items are usually
thrashed out by the respective attorneys prior to the actual
trial.
Cases docketed with the Tax Court, especially, seldom result
in the actual court presentation of evidence. Only opinion ques
tions, such as the “value” of property or the “reasonableness” of
compensation, generally remain for an actual court presentation.
The government tends to be quite reasonable about stipulating
facts where the revenue agent’s report supports the taxpayer’s
position or where there appears to be substantial evidence that
could be introduced.
Thus, in all but a few hundred tax cases a year out of the two
million or so audits made annually, no formal rules of evidence
are actually applied. The basic test in most of these proceedings
is one of what would persuade a reasonable person of the validity
of a fact. This can be an advantage to the taxpayer or a disad
vantage depending on the nature of his proof, the personality of
the people he must deal with in the administrative process, and
the persuasiveness of his own representatives.
Some revenue agents adopt a position that the taxpayer must
prove a point beyond a reasonable doubt. This goes far beyond
the burden of proof laid upon the taxpayer in a court proceeding,
where he merely has to prove his case by the preponderance of
the evidence. Some practitioners adopt such an antagonistic atti
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tude toward the agent that the agent can hardly fail to react by
acting a little less than reasonably. But most agents and most
practitioners approach problems of proof in the cooperative atti
tude of being mutually engaged in a search for the facts. With
this attitude, the basic facts tend to be uncovered in a manner
fair to both the taxpayer and the government.
In those few hundred cases a year that end up with the neces
sity of introducing evidence in a court proceeding and under
formal rules of evidence, it should be remembered that the rev
enue agent’s report, hitherto so important as a source of facts,
suddenly loses its authority. While it may still be evidence of the
theory or the thinking underlying the amount of the deficiency,
it is not proof of the facts it alleges unless a stipulation to this ef
fect is agreed to by the taxpayer and/or the government. The
agent is often deposed or called for cross-examination by the
taxpayer to testify as to the basis for the deficiency. The report
may then be used to impeach his testimony if the testimony and
the report differ. But absent any of this, the report itself is in
admissible hearsay.

Building the File Before the Return Is Filed

The best time to start winning a tax controversy is before the
transaction takes place. For example, the client is a real estate
subdivider. Five years ago, he purchased some land as an in
vestment, but with the added thought that he might some day
subdivide it. He has done nothing with the land during this time.
A public utility now wants five acres of this land. He knows that
they can get the land through condemnation proceedings if they
really want it, and the particular utility employee with whom he
deals tells him that they will condemn the land if they must.
The gain on sale of the land will be substantial. Is the gain
capital gain? Can the tax on it be avoided or deferred? Probably
the answer to either of these questions might be yes, depend
ing in part on what is done. It is helpful to examine the question
of deferring the tax entirely.

2 See James H. Fitzner, 31 TC 1252.
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Sec. 1033(g) provides that, if real property is involuntarily
converted, the gain on the sale can be a reduction of the tax basis
of the replacement property acquired. To bring our situation
under this section, though, four things must be proved:
1. That the property involved was held for investment, or for
productive use in a trade or business.
2. That it was not stock in trade nor held primarily for sale.
3. That the sale was under threat of condemnation.
4. That the client reinvested an amount equal to the proceeds,
within two years from the end of the year in which the sale
takes place, in other realty held for investment or for pro
ductive use in a trade or business.

How can the CPA prove that the property involved was held
for investment? This, in itself, is difficult and is in many respects
the opposite side of proving that the property was not held pri
marily for sale. The CPA will attempt to find any data in the
client’s files relating to his investment intentions in acquiring the
property. Holding property for a long-term increase in value is,
in itself, an investment intention.
The CPA will then proceed to gather such evidence as he
can on the question of subdividing plans, attempts to sell the
property, improvements made to the property, and similar evi
dence of activity other than passive title-holding. (See Illustra
tion, 16-2.) This proving of a negative is extremely difficult, of
course. Perhaps he will uncover correspondence in the client’s
files that will help. Thus, it would be quite helpful to find a letter
from a broker stating that he has a client interested in the prop
erty and that, while there are no signs on the property, he was
able to determine ownership from county records, and asking if
the property was available. It would be even more helpful if the
letter were coupled with a carbon copy of the reply which stated
that the property was being held as a long-term investment and
was not for sale under present market conditions.
While subsequent action should not be a factor, hindsight does
play a part in the way transactions appear. It will certainly not
prove helpful to the CPA’s position if the client engages in sub
dividing the rest of the parcel involved or otherwise takes ac
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tions that conflict with the investment theory before the tax audit
of the condemnation year’s return is completed. The client should
be made aware of this.
The threat of condemnation remains to be proven. It was only
made orally, which makes it no less real but complicates the
problem of proof. If the transaction has not been consummated,
though, the CPA can probably make sure that the offer from the
utility company contains, or is accompanied by a letter contain
ing, a specific threat to condemn. He should also make sure that
he can prove that the utility has the legal power to condemn.
Finally, a qualifying reinvestment must be proven. Knowing
that the reinvestment should be in real property to be held for
investment, the CPA can advise the client that all memoranda,
agreements, and such in connection with the negotiation of this
reinvestment should be aimed at pointing out the investment as
pects. While subdivision may be a remote future possibility, it
should be quite clear that the client is not buying land with the
primary intention of subdividing and selling it.
By becoming involved in the transaction early, the tax prac
titioner can make sure that the facts that are important to the
tax aspects of the transaction are clearly reflected, that the proof
that is important is preserved, and that the transaction itself is
carried through in the manner best calculated to achieve the
client’s tax and nontax objectives.
Even though the CPA may not be involved in the transaction
at the time it happens, a great deal can also be done to accom
plish these objectives of finding and preserving supporting evi
dence at the time the return is prepared. The CPA should try to
visualize himself representing the taxpayer in an audit of this
return. What evidence would he need to support his theory of
the case? What is the theory of the case? How could that evi
dence best be obtained? The CPA should nail down the evi
dence as. early in the game as possible. He should not be like
the practitioner who checked a valuation question with a local
appraiser but did not insist that the client incur the expense of
getting a written appraisal report. After all, the question might
never be raised. Three years later, that appraiser was dead, and
neither of the other appraisers available came anywhere near
close to a valuation supporting the taxpayer’s position.

16-16

The least effective time to start gathering evidence is after
a controversy has arisen. By then, much of what could have been
preserved is lost, the opportunity to adjust the transaction and
its supporting paper work to conform more satisfactorily to the
optimum tax theory is long gone, and frequently the time is past
for any necessary follow-up action. Even such relatively routine
types of proof as appraisals are usually more effective if obtained
at the time of the transaction; some revenue agents might have a
suspicion that an appraisal obtained after an issue has been raised
is more likely to have been “made as instructed.”

Some Cases Illustrating Evidential Questions
Is the Evidence Relevant?

In Robert F. Casey,3 the petitioner attempted to establish the
casualty loss resulting from the destruction of two evergreen trees
by vandalism by introducing in evidence written statements of
nurserymen dated November 1, 1970, giving estimates of the re
placement cost of evergreen trees of several varieties and different
heights. The court assumed, absent evidence to the contrary, that
these estimates related to 1970 and not to the year before the
court, 1965. The petitioner was told by the court that, although
the nurserymen’s estimates would be admitted as evidence,
they were not believed adequate for the purpose for which offered.
They did not help prove the damage suffered by the petitioner by
the destruction of two evergreen trees on his property. (Orna
mental trees are treated as an integral part of real property and no
separate basis is assigned to them. In Buttram v. Jones,4 the
amount of loss resulting from the destruction of ornamental trees
or shrubs through a casualty is the fair market value of the prop
erty immediately before the casualty reduced by its fair market
value immediately after the casualty (Regs. Sec. 1.165-7).
The petitioner offered no other evidence as to either of these
values other than a bare statement of his opinion of the value

3 Robert F. Casey, 30 TCM 60, TC Memo 1971-12.
4 Frank Buttram v. Jones, D.C., Okla. (1943), 87 F. Supp. 322.

16-17

of the property. Consequently, he was not entitled to any de
duction for a casualty loss. There was no evidence in the record
of the cost of removal of the damaged evergreen trees from the
property or even that they had ever been removed.
The problem in this case, as in many cases where taxpayers
represent themselves, or are represented by persons not really
skilled in tax matters, is that the evidence offered by the taxpayer
is irrelevant to the question before the court, while what would
be relevant is not preferred. Tax Court judges and commissioners
attempt to be as helpful as they can, but their jurisdiction is
limited and they attempt to apply the Code to a particular set
of facts and not to dispense justice regardless of whether the tax
law allows this to be done.
The challenge in the Casey case was to establish the difference
between fair market value of the property immediately before
and after the casualty. The loss or destruction of the evergreens
took place in 1965. The statements of the nurserymen were dated
November 1, 1970, and, in the opinion of the court, related to
1970 values. If the statements of the nurserymen, while dated
November 1, 1970, had given estimates of the replacement costs
of evergreen trees of the particular types involved as of the year
1965, based upon their knowledge of the industry and their rec
ords as to prices then prevailing, the taxpayer’s testimony as to
the specific trees that had been destroyed would have had some
thing to relate to, and the court would have had a basis for
approximating what the fair market value decline was as a result
of the destruction. It would normally be inferred that the dif
ference in fair market value would be the cost of replacing that
which had been destroyed, but there was no such evidence.
Established Business Practices Carry Weight

In New Amsterdam Fish, Inc.,5 a fish corporation (“petitioner”)
made payments through its two salesmen to the kitchen help of
its customers. The payments were to offset the distaste with
which the kitchen help regarded handling fresh (as opposed to
frozen) fish. Both the salesmen had died, and the IRS dis

5 New Amsterdam Fish, Inc., 30 TCM 80, TC Memo 1917-17.
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allowed the amount deducted for the payments. But here the evi
dence was sufficient.
In the late 1940’s, the petitioner, through its officers, salesmen,
and its CPA, attempted to devise a system whereby the fish
handlers would be compensated for the unpleasantness associated
with handling fresh fish. After consideration of various alterna
tive systems, the CPA and the petitioner’s officers and salesmen
decided that the salesmen, on their periodic visits to petitioner’s
clients, should transmit cash to the fish handlers. The CPA de
vised a comprehensive voucher system to provide a record of
the cash distributed to the fish handlers. While the accounting
system was initiated primarily to provide adequate tax records, it
also accomplished managerial and accounting objectives of con
trolling the disbursements.
Having calculated the payments due the fish handlers, the peti
tioner’s bookkeeping staff drew checks for part of the total pay
ments. During any one month, the petitioner often issued several
small checks instead of one large check to cover the fish handlers’
payments. The petitioner found it necessary to spread this ex
pense out because it usually did not have enough money in its
bank account to issue one large check, and in any event its sales
men could not visit all of their customers at one time. Each
check, which was usually drawn to cash (and occasionally to one
of the petitioner’s employees), was cashed by whoever of the
petitioner’s employees happened to be passing the petitioner’s
bank at the time the check was to be cashed. The checks were
posted to the cash disbursements journal, and at the end of each
month, the total attributable to those checks was debited to an
account called the sales expense fund and credited to cash.
After the checks were cashed, the money was brought back
to the petitioner’s office, where the petitioner’s salesmen took the
expense control envelopes and inserted the indicated amount of
cash in each envelope. As the salesmen visited their customers,
they removed the cash from each expense control envelope and
distributed it, either personally or through the chefs and stew
ards, to the fish handlers in the customers’ kitchens.
Upon completing their rounds and making the payments, the
salesmen returned the opened expense control envelopes to the
petitioner’s bookkeeping staff, who kept the envelopes with the
petitioner’s other books and records. Each expense control en
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velope was then posted to a separate journal called the expense
control journal. Entries corresponding to the expense control en
velopes were debited to a general ledger account entitled sales
commissions and credited to the sales expense fund account.
Finally, the sales commission account was closed out at the end
of each taxable year to the profit and loss account. At trial and on
brief the IRS went to great lengths to dispute that the petitioner
had ever made the payments.
Although the petitioner’s salesmen during the years in issue
had died sometime before the trial, the record contained strong
enough evidence that the salesmen actually made the questioned
payments, either directly or through the fish handlers’ immediate
superiors. This evidence included, inter alia, the customs in the
fresh fish purveying trade, the close personal relationship and
trust existing between the salesmen and the petitioner’s officers
(who both testified at the trial), and the general corroborative
testimony of the petitioner’s other witnesses. The Tax Court al
lowed the deduction.
Oral Testimony May Substitute for Written Records

In LaForge v. Commissioner,6 the taxpayer, Harry G. LaForge,
a surgeon at Buffalo General Hospital, regularly paid for the
lunches of the residents and interns who assisted him. The cafe
teria cashier was forbidden by hospital rules to issue receipts for
these expenditures, but she testified before the Tax Court that
Dr. LaForge regularly purchased his lunch and the lunches of
his assistants at a cost of $2.65 to $3.00 each day. The taxpayer
kept no contemporaneous account of these expenditures, nor did
he file with his return a written statement itemizing the cost of
the lunches. Instead, on his 1964 and 1965 income tax returns,
he deducted $2.00 for each day of his hospital schedule. Though
conceding that the taxpayer’s luncheon expenditures met each of
the substantive requirements of Secs. 162 and 274 of the 1954
Code, the Commissioner contended that the taxpayer’s testimony
and that of the cafeteria cashier did not fulfill the substantiation
requirements of Regs. Sec. 1.274-5(c) (3) and that the deduction
must for that reason be disallowed.
6 Harry G. LaForge, CA-2, 434 F2d 370 (1970).
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To put an end to abuses which had developed through the use
of expense accounts, Congress in 1962 amended the Code to pro
vide rules for the substantiation of entertainment expense deduc
tions. Sec. 274(d) provides that an otherwise deductible enter
tainment expense shall not be allowed “unless the taxpayer sub
stantiates by adequate records or by sufficient evidence corrobo
rating his own statement” the amount, time and place, and busi
ness purpose of each such expense and the taxpayer’s business
relationship to the persons entertained. To substantiate such
expenditures by “adequate records,” the regulations require tax
payers to maintain an account book or diary in which each ele
ment of an expenditure is contemporaneously recorded and to
supplement account entries with such documentary evidence as
itemized receipts (Regs. Sec. 1.274-5(c) (2)). If a taxpayer does
not compile “adequate records,” he must establish each element
of the expenditure by his own written statement and by other cor
roborating evidence (Regs. Sec. 1.274-5(c)(3)).
Conceding that he neither compiled “adequate records” nor
filed with his return a written statement substantiating the
claimed deduction for luncheon expenditures, the taxpayer con
tended the regulation’s demand for a written statement went be
yond the statutory requirement of substantiation by “sufficient
evidence corroborating his own statement.” The court agreed.
Precedence of Form Over Substance

The government frequently attempts to look through the form
of a transaction to its substance, but the taxpayer is usually stuck
with the form that he has chosen. Thus, in Jack F. Morrison7 the
taxpayer argued that a stock option he received was really part of
the consideration for his stock in an “A” (merger) reorganiza
tion. His basic rationale was that the controlling interest was
worth more than a minority interest and that the option, while
nominally tied to his employment contract, was actually designed
to pay him a premium over the other stockholders. But the Court
pointed out that none of the written instruments provided any

substantial support for this position, and that none of the wit
nesses testified that the transaction was actually negotiated on
7 Jack F. Morrison, 59 TC 248.
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this basis. The option was held to be compensatory, and the tax
payer was required to report its fair market value as income.
Evidence Not Introduced May Be Inferred to Be Negative

What about the evidence that a court might logically assume
could be produced, but that the taxpayer does not introduce?
In Harold C. Kean, et al.,8 the petitioners, in attempting to
establish that one of them was the sole owner of certain stock,
contended that the accountant employed by them for 22 years
had arbitrarily, erroneously, and without their knowledge made
certain bookkeeping and tax entries respecting the stock at issue.
The accountant was present in the courtroom throughout the
trial—but was never called as a witness. The Tax Court concluded
that the accountant had special knowledge relative to the case,
that his relationship with the petitioners was such that his testi
mony might have been expected to favor the petitioners, and that
since the petitioners did not call him as a witness, the Court had
no choice but to draw the inference that his testimony would
have been unfavorable. On appeal to the Ninth Circuit, the peti
tioners argued that the IRS could as easily have called the ac
countant as a witness, and that since the IRS had not called him,
no adverse inference should be drawn from their own failure to
call him. The Appeals Court agreed that, where a potential wit
ness is equally available to both parties, no inference should be
drawn from the failure of a party to call such a witness. But, said
the Court, equal availability depends on more than mere physical
presence at trial or accessibility for service of a subpoena. In a
practical sense, the accountant was more available to the peti
tioners than to the IRS. The Appeals Court upheld the unfavor
able inference drawn by the Tax Court judge.
The Relationship of Evidence to the
Planning Process
The list of tax cases where evidential questions arise is almost
endless. The important thing is not to be familiar with the cases,
8 Harold C. Kean, 51 TC 337.
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but rather to be sensitive to the problem area. The following
checklist should be reviewed:

1. The CPA should determine what is the tax theory of a
proposed plan, or a contemplated or consummated transaction.
2. He should ascertain whether a theory is so sound that if
it can be properly supported by facts, no other approach is
realistically possible.
3. If alternative approaches seem possible, especially those
that might be advanced by the IRS, the CPA should determine
what types of tax consequences would result and what sort of
facts might be evidential in supporting or rebutting these al
ternative theories.
4. Of the available existent or yet-to-be-created circumstances
and documentation, the CPA should decide what fits within
which theory and what would be inconsistent with the theories
that he wishes to maintain.
5. The CPA should preserve that which is helpful, encourage
development of that which is supportive, and not encourage de
velopment and/or retention of that which is unnecessary.
6. If persons involved might prove to be potential witnesses
for the IRS, and especially if their tax interests are opposed to the
client’s, the CPA should attempt to obtain something (a letter,
a memo, a clause in a contract to which they are a party, an oral
statement that can be testified to by witnesses, etc.) that can be
used later to impeach or cast doubt upon any adverse testimony.
(If possible, the CPA may even want to obtain from the other
party a sufficient assurance regarding the tax consequences to his
client so that the client might even have a cause of action for
damages in the event he becomes involved in a tax controversy.)
The Competitive Edge of the CPA
The facts that can be developed, preserved, and/or plausibly
presented govern the outcome of most tax controversies and po
tential controversies. The CPA who works closely with his clients
and knows intimately the details of their business, financial, and
personal lives finds that such closeness gives him a substantial
edge over other tax practitioners.
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Other tax people get most of their facts at second hand. They
may be gathered by persons whose tax sophistication leaves much
to be desired. If additional facts seem needed, these will probably
be similarly gathered.
But transactions are unique and facts are peculiar. By know
ing a client, the client’s people, his business, his way of doing
business, the CPA can develop what is almost an instinct as to
what facts may be found. Keeping in close touch with his clients,
he can personally participate in transactions at the formative
stage, as well as supervise their follow-through.
He fulfills for most clients the function that the very large cor
porations are increasingly creating their own tax departments to
handle. This aspect of his tax service to clients requires a knowl
edge of the rules of evidence and is an area of practice where
a truly professional service can be rendered.
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Illustration 16-1 Highlights of
Proposed Rules of Evidence

The following passages contain some key points affecting CPA tax work
in the Rules of Evidence for U.S. Courts and Magistrates effective July 1,
1973. The effective date, however, was postponed by resolution of the
U.S. Congress. Final enactment will probably modify these proposed
rules of evidence to some extent.

1. A presumption generally imposes on the party against whom it is
directed the burden of proving that the nonexistence of the presumed fact
is more probable than its existence (Rule 301).

2. Evidence of the routine practice of an organization is relevant to
prove that the conduct of the organization on a particular occasion was in
conformity with the routine practice. The practice may be proved by
testimony in the form of an opinion or by specific instances sufficient in
number to warrant a finding that the practice was routine (Rule 406).
There previously had been considerable authority requiring that evidence
of the routine practice of an organization had to be corroborated as a
condition precedent to its admission in evidence, but the corroboration
requirement is specifically rejected as relating to the sufficiency of the
evidence rather than its admissibility.
3. When, after an event, measures are taken which, if taken previ
ously, would have made the event less likely to occur, evidence of the
subsequent measures is not admissible to prove negligence or culpable
conduct in connection with the event (Rule 407). The rule rejects the
notion that because the world gets wiser as it gets older, therefore it was
foolish before.

4. Evidence of conduct or statements made in compromise negotia
tions is inadmissible to establish the fact of liability or the truth of admis
sions of fact (Rule 408).
5. State-adopted privileges, as such, are not recognized (Rule 501).

6. The lawyer-client privilege covers the lawyer’s representative and
the client’s representative, as well as the lawyer and the client, when
what is involved is consultation with a lawyer with a view to obtain profes
sional legal services from him (Rule 503). The accountant could be clothed
with privilege either as the lawyer’s representative or as the client’s rep
resentative. When the question at issue is whether the CPA is the
lawyer’s representative, the question of whether his compensation is de
rived immediately from the lawyer is immaterial. The privilege will cover
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one employed by the lawyer as an expert to assist in the planning and
conduct of litigation, but not one employed to testify as a witness. The
privilege will not cover a communication meant to be relayed to outsid
ers.
7. If a witness uses a writing to refresh his memory for the purpose of
testifying, either before or while testifying, an adverse party is entitled to
have it produced at the hearing, to inspect it, to cross-examine the wit
ness thereon, and to introduce in evidence those portions relating to the
testimony of the witness. The judge may excise any portions not related to
the subject matter of the testimony (Rule 612).

8. The facts or data in the particular case upon which an expert bases
an opinion or inference may be those perceived by, or made known to,
him at or before the hearing. If of a type reasonably relied upon by
experts in the particular field in forming opinions or inferences upon the
subject, the facts or data need not be admissible in evidence (Rule 703).
Thus, the rule contemplates three possible sources of data for an expert
opinion: (1) observation of the witness, (2) material presented at the trial,
including the use of hypothetical questions and/or allowing the witness to
attend the trial and hear testimony establishing the facts, and (3) data
obtained by the expert outside of the court and other than by his own
firsthand observation.
9. Hearsay is generally not admissible (Rule 802).

10. Hearsay exceptions include (1) a memorandum or record concern
ing a matter about which a witness once had knowledge but now has
recollection insufficient to enable him to testify fully and accurately,
shown to have been made when the matter was fresh in his memory and
to reflect that knowledge correctly; (2) records of a regularly conducted
activity, as shown by the testimony of the custodian or other qualified
witness, unless the sources of information or other circumstances indicate
lack of trustworthiness; (3) absence of entry in records of regularly con
ducted activity; (4) public records and reports, or their absence after
diligent search; (5) market reports and commercial publications generally
used and relied upon by the public or by persons in particular occupa
tions; (6) learned treatises, to the extent called to the attention of an
expert witness upon cross-examination or relied upon by him in direct
examination; (7) statements in documents affecting an interest in prop
erty; (8) statements in a document in existence twenty years or more
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whose authenticity is established; (9) any other statement, not specifically
covered by the rules, but which has comparable circumstantial guarantees
of trustworthiness (Rule 803). The philosophy seems to be that when the
choice is between evidence that is less than best and no evidence at all,
only clear folly would indicate an across-the-board policy of doing with
out.

11. A statement against interest is also excepted from the hearsay rule
(Rule 804).
12. A duplicate is admissible to the same extent as an original unless (1)
a genuine question is raised as to the authenticity of the original, or (2) in
the circumstances it would be unfair to admit the duplicate in lieu of the
original (Rule 1003).
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Illustration 16-2
Data Sheet

Capital Gains

Information Concerning Sale of Property
(Property)

Fill in a separate sheet for each piece of property. Be specific. Attach all
possible supporting or corroborating data.
1. Why was the property acquired? Who negotiated the purchase for you?
2. What was done with the sales proceeds (or that portion received in the
year of sale)?
3. Did you take the initiative in making the sale? Describe the first con
tacts that ultimately resulted in the sale. Did you give anyone a listing
on the property? Who negotiated the sale for you?

4. Did you, or anyone acting on your behalf, ever put a “for sale” sign on
the property or in any manner advertise it for sale? If so, describe the
circumstances and indicate the approximate date or dates?
5. What special features would distinguish this property from other realty
held by you during this or prior years?
6. Were any improvements made to the property? If yes, show date,
nature, cost, and reason for making.
7. Estimate the number of hours of your own time, or the time of agents
acting on your behalf, which acquisition, ownership, and disposition of
the property took up.

8. Did you, in any manner, divide or subdivide the property, petition for
its re-zoning, or otherwise take any overt action to enhance its value?
Explain what you did and why.
9. Show the following:
Date

Acquisition
Disposition
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Cost

Method of Payment

Expense

17

Managing the
Tax Function

17
Managing the
Tax Function
General Responsibilities

The person in charge of the tax function should provide what
ever the firm needs so that it can (1) render federal, state, and
local tax services to clients, and (2) establish a reputation for tax
competence that will assist the firm in retaining present clients
and attracting desirable new clients. The tax department is likely
to be involved with more than tax compliance and tax controversy
—it must be able to apply its talents creatively to tax planning
activities. It is principally through this latter type of activity that
it becomes a profit and practice builder for the firm. The tax
director may provide direction, advice, counsel, and assistance
to his firm by performing the following functions.

Practice and Review Procedures and Tax Planning. The di
rector should determine that firm policies are understood and
are complied with, and that high professional standards are main
tained, in—
a. The preparation of returns.
b. The supervision of tax engagements and the tax aspects of
audit engagements.
c. The review of tax working papers and returns.
d. The handling of tax planning assignments.
e. The conduct of tax examinations made by the various tax
ing authorities.
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Technical Communications. The director should determine that
tax information is being most advantageously distributed and
utilized, and especially that—
a. Any internal tax letters go to all partners and staff, plus
selected client personnel.
b. The firm’s Tax File materials (see chapter 12) go to part
ners, managers, and tax staff.
c. Monthly tax letter (see chapter 14) goes to clients, part
ners, staff, and all others to whom it may ethically be dis
tributed (including attorneys and bankers with whom the
firm has contacts).

Library and Files. It is the director’s responsibility to oversee
the preservation and updating of the tax library and files. It
should be determined by him that—
a. The office maintains a tax library that is adequate for its
purposes but not excessive.
b. Adequate tax correspondence files are maintained, any tax
practice manuals are understood and utilized, and all incom
ing tax publications are permanently and accessibly filed.
Tax Training. The determination of tax training policies and
programs should be carried out by the tax director. He should—
a. Analyze the tax training needs of both audit and tax per
sonnel.
b. In cooperation with others, lay out training programs de
signed to overcome deficiencies and to maintain and ex
pand tax competence.
c. Administer competence examinations, training courses,
workshops, and seminars for tax and audit personnel.

Research Service. In administering the research service of a
tax function, the tax director should—
a. Consider and resolve technical questions concerning tax
ation.
b. Encourage all tax personnel at or above the manager level
to develop useful areas of tax expertise.
c. Locate and utilize outside sources of technical assistance.
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Administration. General administration of the tax function calls
upon a tax director to—
a. Establish guidelines for tax staff requirements and coordi
nate the activities of tax generalists and specialists.
b. Cooperate with the partner-in-charge of auditing to imple
ment the firm’s guidelines for review procedures for in
come taxes and tax liabilities on financial statements.
c. Periodically inspect and evaluate the performance of the
tax function and furnish a report thereon to the managing
partner (see Illustration 17-1).
d. Upon request, counsel the partner-in-charge as to promo
tions and compensation adjustments for tax partners and
staff.

Public Relations. In the area of public relations the tax di
rector should act to—
a. Establish in the practice area, within and without the pro
fession, the image of the firm as both aggressive and com
petent in handling tax planning, tax compliance, and tax
controversy assignments by encouraging tax people to
write for publication and by providing experienced speak
ers at business and professional meetings and seminars.
b. Establish guidelines for participation of tax personnel in
professional society activities to the end that the firm will
be a spokesman for the profession and that the firm’s posi
tion on tax matters will be known and reflected in the posi
tions taken by the profession as a whole.
A sample of a report of a tax director to a managing partner
covering plans for the coming year is set forth as Illustration 17-2.
Ultimate responsibility for the tax practice of an office rests
with the managing partner. In firms that have full-time tax peo
ple, the managing partner usually designates a director of tax
services from among them. Offices without full-time tax people
and offices that are not capable of handling a reasonable range of
tax planning, tax compliance, and tax controversy problems fre
quently find that no one person takes responsibility for the tax
function. In such offices, the tax compliance function is typically
performed fairly adequately, but the tax planning and tax con
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troversy functions are neglected, and the tax function, overall,
contributes far less than it could to the growth and profitability
of the practice.

Tax Function Review

A tax director is expected to be knowledgeable about the tax
people and the tax work done in his office. He will normally dis
charge that responsibility through—
1. Judicious postreview of tax returns and tax correspondence
handled by others.

2. Personal participation in significant tax engagements as an in
terested observer or as the primary tax man involved.
3. Periodic meetings of tax people and frequent meetings with
other personnel.

A smoothly functioning practice office might be formally re
viewed every year; an office with problems may need to be re
viewed more frequently. The checklist that follows provides a
framework for the review of a practice office by either its director
or someone designated by him and the creation of a report
thereon (see Illustration 17-1). While the ideal situation might
be to have an outsider who is knowledgeable about the tax func
tion perform the review, the review can be effective if done by
a partner who has “tax consciousness” even though not primarily
a tax partner, or even if done by the tax director himself. The
risk in having the director do the review himself is that it might
be perfunctory because he already “knows” everything about
what is happening. If the director does the review himself, he
should attempt to approach the firm as though he were an out
sider and not assume anything.
The areas covered by the checklist should be reviewed at the
operational rather than the conversational level whenever pos
sible. Thus, the condition of tax working papers should be de
termined from an inspection of a sampling of the tax files. The
tax director should try to talk to every tax person in the office,
plus all of the practice partners and managers, as well as such
other people as he needs for input.
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Checklist of Tax Function Performance
Actual Performance of Tax Function
Tax training for audit staff—
Tax workshops using modules (chapter 13).
Bower & Langenderfer, Income Tax Procedure, or equivalent,
for weak staff (chapter 13).
Special workshops and seminars.
Practice development—
Maximum use of monthly tax letter (chapter 14).
Tax talks to lay groups.
Fixed-fee tax and/or estate planning audits as “door openers”
(chapters 1 and 2).
Preparation of tax returns—
Office regular review procedures (chapter 6).
Postreview.
Preparation of returns: quantity/cost relationship—
Time on return relative to complexity.
Use of efficient procedures.
Maximum use of computer services on 1040s.
Review of tax accrual—
Qualifications of reviewers.
Conformance to firm’s audit manual.
Creation of tax controversy potential letter or memo (chap
ter 8).
Maintenance of earnings and profit reconciliations—book to tax
(chapter 6).
Tax planning—
Tax planning letters to audit clients as part of interim work
(chapter 1).
Financial and estate planning for individuals (chapter 2).
Use of outside tax specialists.
Advisory memoranda—
Memo to file on all tax advice given.
Confirming memos to client on all tax advice to clients.
Tax controversies—
Appropriate procedures for handling revenue agents.
A positive approach to selling the client on the CPA handling
the controversy beyond the agent level.
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Tax ruling and determination requests—
Use of Washington correspondent office.
Obtaining ruling and determination letters as “insurance”
(chapter 12).
Technical advice from IRS national office in audit situations.
Tax training for tax staff (chapter 13)—
Has each tax person been assigned a supervisor?
Has an individualized self-development program been worked
out with each person?
Are reports furnished the partner-in-charge of taxes covering
the substantive aspects of all tax courses taken, tax institutes
attended, tax committee meetings attended, and so forth?
Administration

Communications (internal).
Communications (client).
Staff morale.
Working conditions (adequate tools, including library).
Review of tax CorrespondenceMaintenance of chronological tax correspondence files.
Routine review procedure.
Postreview.
Quality standards (too rigid can be as bad as too lax).
StorageOffice tax forms.
Returns of non-audit clients.
Books, magazines, and other tax publications.
Due date control procedures.
Refund claim control procedures.
Log of outgoing tax documents.
Utilization of computer terminals in making tax "what if” pro
jections.
Physical appearance and adequacy of tax working papers.
Adequacy of tax library.
Business Operation

Adequacy of billing rates and procedures—
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Are tax billing rates of other area firms known? How do they
compare?
Use of explanatory variance memos by tax people.
Are current year’s tax function objectives known and reasonable?
Tax personnel operating at 70 percent or some other appropriate
percentage of chargeable to standard time—
Especially if not, do tax time sheets get critical review?
Does the office use above-standard variance rates for non
routine services?
Obtaining tax personnel—
Recruiting from outside.
Opportunities for audit staff to temporarily join tax department.
Audit staff transferring to tax department.
Use of tax engagement letters.
Evaluation procedures—
Tax partner(s).
Tax staff.

Tax Personnel

Part of the responsibility of the head of the tax function is the
evaluation and the professional development of the tax partners
and staff of his firm. Forms sometimes assist in analyzing the
needs of tax people. The two evaluation forms presented in Illus
tration 17-3 require quantification of training and performance.
They are designed to be used by the person being evaluated, as
well as by the person performing the evaluation (and even, pos
sibly, a reviewer—the tax man evaluates himself, the partner-incharge evaluates him, and the tax partner reviews the two evalu
ations). Differences in evaluation reflect problem areas, and
should normally be explored. Properly handled and supple
mented, the evaluation forms make possible some degree of com
parison between tax people at different levels and facilitate the
evaluation dialogue.
Illustration 17-4 is an evaluation form used for potential man
agers and spells out quite well some of the nontechnical qualities
that key tax people might be expected to possess. Illustration 17-5
is a form for evaluation of staff performance of audit people,
which also includes questions relating to their technical tax abil
17-7

ity. Staff people who are consistently evaluated as "good” on
items 4 and 5, relating to taxes, should be viewed as potential tax
department recruits. Efforts should be made to involve them in
tax department projects and to interest them in a tax career.
Forms similar to Illustrations 17-3, 17-4, and 17-5 can be used
as part of the material in interviewing prospective tax people.
They should be used in developing with the tax man his own
personal program for professional study and guided experience,
as discussed in chapter 13.
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Illustration 17-1

Subject: Review of Tax Function
From: John Smith, Tax Director
To: Henry Doe, Managing Partner

Evaluation of a Firm’s
Tax Function

Date: October 10, 1973

From October 4 through October 6, 1973, I made a formal review of
the performance of the tax function in our office. During the course of this
inspection, I reviewed files, working papers, and other data in connection
with the tax aspects of five audit engagements, five taxpayers for whom we
do only tax work, and five engagements involving unaudited financial
statements.

Tax Accrual Review
It appeared to me that the review of the federal and state income tax
accrual was not, in fact, made from the point of view of financial statement
presentation nor with the attitude that should accompany tax accrual
review. Rather, it appears to have been a review of the federal income tax
return itself. The accrual did not take place in the field nor did it take
place at or prior to the time when the financial statements were drafted.
The files do not contain any analysis of the tax risks involved in connection
with the client’s tax picture for the year, nor, understandably in light of
the above, is there any indication that any such risk factors were discussed
with the client. No memorandums or correspondence appear in the file
covering this matter.
Tax Correspondence
From a review of the files and discussions with both audit and tax
personnel, it appears that most of the tax advice and information given to
both audit staff and to clients and their personnel is still communicated
orally, unfollowed by any confirming memorandum. This is directly con
trary to firm policy. In those instances where written communications
were used, nothing in our files indicates that the item was reviewed by a
tax person other than the one preparing the item. Again, this violates firm
policy. My tax people have assured me that they route all correspondence
to George or to me, but if this is so, there is no procedure within our office
to indicate that a review has ever taken place except on formal reports.
Note that firm policy does not require that review be handled by a specifi
cally designated individual, but only that there be some review. Note that
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my own correspondence, which is a substantial portion of the total
emanating from the tax department, is not reviewed by any other tax
man. I will raise this problem at the next meeting of the tax department
and then at the next meeting of the administration committee. I hope that
it will have been solved before my next review.

Monthly Tax Workshops
The office has been conducting Monthly Tax Workshops in accordance
with the firm’s policy. I attended a meeting of one of the discussion
groups, and was favorably impressed by the way in which the discussion
moved along and involved participation by most of the persons present.
However, it does not appear that the leaders are furnishing you with
reports on the discussion, nor do I receive copies of any such reports. The
policy of the firm is that each discussion leader file an evaluation report on
each workshop session, appraising the degree of participation and pre
paredness of the members of his group.

Billing Rates

The billing rates of our tax people are determined on the same multiple
as those of the audit people. Billing rates of the tax staff should be re
viewed and adjusted so as to be comparable to the billing rates of tax
personnel at other firms in the same community. Mr. Tone has a billing
rate of $40.00 per hour, whereas a limited amount of inquiry as to the
billing rates of tax managers in other firms in the community indicates
that the lowest billing rate for a man of comparable ability is $60.00.
No use whatsoever is made of the exception rate procedure by tax
personnel. It does not appear to me that Mr. Tone is aggressively review
ing the time sheets of the tax department personnel and attempting to
ascertain those situations where above-standard rates should be charged.
I will spend more time in the immediate future reviewing his perform
ance of this job.
No communication seems to exist, except possibly verbal, covering the
situations in which above-standard billing should be made in connection
with tax work. The firm policy is that, in such a situation, a memo should
be sent by the tax department to the billing partner, with a copy to you.
The memo should describe the client, the nature of the work involved,
and the dollar amount above standard which it is recommended should be
billed. The tax department should maintain a chronological file of such
memos for possible later use in connection with evaluating its perform
ance. I shall make this a review item in connection with each tax engage
ment.
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Fiscal Management

It does not appear that Mr. Tone, or most of the others in the tax
department, have any idea of the objectives that have been set up for the
department in connection with the annual budget, nor the performance of
the department for the year to date. While this is a matter that is up to
you, it would appear that the tax people are more likely to be involved in
striving toward a goal if they know what their goal is. I would suggest that
we periodically review the budget for the tax function and how perfor
mance compares with target period at our tax department meetings. I see
no point in cloaking this with secrecy.

Engagement Letters

The engagement letters for the five opinion engagements that I re
viewed contain satisfactory language relative to the tax aspects of the
engagement. However, no engagement letters were found in the files
covering the ten other tax files reviewed. I was informed that it is still not
our practice to obtain engagement letters in connection with tax-only
clients or in connection with unaudited financial statements. It seems to
me that, in both instances, this is a violation of firm policy and is, from an
audit standpoint, extremely dangerous in connection with the unaudited
financial statements.
Personnel Evaluations
The Form P-005, which is used to a limited extent, contains two items
relating to taxes. From discussing the evaluation concepts with both tax
and audit practice people, it appears that these evaluations are not being
handled in a proper manner. First, the people performing the evaluation
do not have a clear or consistent idea either of the type of tax knowledge,
or of the level of ability in applying it, that we expect of our audit staff
people. Second, they do not appear to be reviewing these evaluations
with the staff people involved. It is my impression that some are receiving
“good” ratings on these tax questions who do not have “good” skills. This
is borne out, particularly with regard to the managers and supervisors, by
the fact that they generally get good or excellent ratings, but that the files
do not show any evidence of the writing of annual tax planning letters to
the client, or as previously commented, of the proper handling of the tax
accrual review.
Tax Return Preparation Procedures

We have a separate tax return preparation manual, based upon adapta
tion of the manual of a larger firm. I receive one copy of each business tax
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return prepared, for postreview, plus a sampling of individual returns.
Based upon that review, the review of the procedures themselves, and
confirmation that they are, in fact, in operation, it would appear that the
quality of the return preparation work is performed satisfactorily and no
major changes are indicated at this time.

Tax Library
Major defects noted in the tax library are the absence of some Tax
Court and Tax Court Memorandum Decisions volumes, failure to sub
scribe to either the Journal of Taxation or the Tax Adviser, and the failure
to file the reporting services on a current basis. In addition, while the
office does receive the RIA Tax Coordinator, it is kept locked in Mr.
Tone’s office and he is extremely negative about other people’s referring
to it. The RIA Bi-Weekly Alerts, which are supposedly received by all
audit staff, are paragraph cross-referenced into the RIA Tax Coordinator.
As part of their tax training, audit people should have demonstrated to
them how these paragraph cross-references work and how they can use
the RIA service for their own professional self-development, education,
and problem solving. This requires however, that the service be physi
cally located where it is easily available to the audit personnel. With the
RIA service in Mr. Tone’s office, the audit people, in effect, have had this
tool removed from them. The solution would be either to have a second
RIA service, or to see if Mr. Tone can adjust to having one of the other
services in his private office, if he needs one at all.

Due Date Controls

The control of due dates for tax returns is currently maintained by the
tax department secretary on file cards arranged alphabetically by due
date. Prior to the due date, she will notify Mr. Tone of returns that are
due but have not left the office. If returns are extended, the cards are
moved to the new section in the file corresponding to the new due date.
There is no other master list or separate control file.
Before the tax season, we will set up a procedure under which a sepa
rate list of returns due will be maintained apart from the tax department,
preferably by utilizing the computerized tax return follow-up system used
by XYZ & Co. Without an independent control system, there exists the
possibility that one person may overlook a particular return’s being due,
and thus the return would neither be filed nor extended.
Miscellaneous

The tax working papers do not all show the bare minimum of date,
preparer, and client that one would expect from any person in a public
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accounting office. In the case of the tax-return-only clients, the working
papers appear to be very sloppy and haphazard, as contrasted with the
audit working papers for the opinion clients. The attitude of the tax peo
ple appears to be generally good, although there seems to be a feeling that
too much time is devoted to handling compliance aspects of tax work and
relatively little time is devoted to tax planning. Tax-planning letters,
except in response to specific inquiries, are still infrequent.
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Illustration 17-2 Goals of a Tax Department
for the Next Fiscal Year

Subject: Tax Department Program
for Fiscal Year Ending 1/31/76
From: John Smith, Tax Director
To: Henry Doe, Managing Partner

Date: January 20, 1975

My contemplated program for the tax department for the coming fiscal
year involves the following.
Tax Training of Audit Staff

We are not presently getting maximum mileage from either our
Monthly Tax Report or the RIA Bi-Weekly Alerts. Most of our practice is
such that the substantial bulk of our tax work is being performed by the
audit people, with the tax department handling sophisticated planning
problems that are raised either by the clients or by the audit staff, as well
as handling controversies (especially above the revenue agent level).
We will prepare study questions for the months of May through De
cember, together with answers and discussion materials. The basic ap
proach will be to organize small discussion groups on a continuing basis,
with a partner or tax man as the discussion leader of each such group.
These groups will meet at a time individually determined by each group,
but at least once a month, to review the material. Where this was not
practical for a specific individual, the individual would, as an alternative,
work through the questions, and submit them to the tax department for
grading and review.
The objective of this phase of the program is to encourage attention to
current tax developments, thus raising the competence of the audit peo
ple (partners and staff) as well as increasing the likelihood that they will
talk about tax developments to the clients and in that fashion generate
more tax work.
The tax department would be involved in generating the material and
in helping to set up the basic operational framework. The personnel
department will actually be responsible for administering the program,
including the necessary follow-through to see that it is implemented on a
month-to-month basis. It is anticipated that this would be a continuing
program, and not just a program for the current fiscal year.
The business tax workshops and individual tax workshops that were
developed during the past year will be revised and updated and offered
again for use in training audit and lower level tax staff who have not
previously been through the workshops or who, in the opinion of the
audit department, could use such review training. The tax department
will create the materials and provide discussion leaders, but the person
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nel department will be responsible for production, distribution, and use.
The TPI correspondence training program for new personnel will be
instituted as of this coming June. New audit personnel, unless specifically
excused because of substantial prior tax experience or training, are ex
pected to take a correspondence course. The provision of materials and
the grading of lessons will be handled through the tax department, with
the personnel department responsible for making sure that new person
nel are properly registered for the course. The objective is for new audit
people to obtain a deeper grounding in taxes than we have previously
given our personnel. It would normally be expected that new personnel
complete this correspondence course in taxes within a year of beginning
it.
Tax Staff

Each tax man, other than a partner, will be required to prepare a
self-evaluation of his own areas of strength and weakness. This would then
be reviewed with me, and a program of study and priority experience laid
out for him. A copy of both the evaluation and the program would be
furnished to the personnel partner. Such a program might include PLI
courses, AICPA courses, individual research in a given area, suggested
reading in a given area, or an attempt to funnel problems of certain types
to the tax man to give him experience in dealing with them. At the end of
the year, I will review with the tax man the degree to which the program
has been carried out and lay out a similar program for the following year.
A study program of the Tax Practice Manual (1974 Revision) consisting
of a course syllabus and discussion questions will be laid out by the tax
department.
Entry-level tax personnel will be expected to work through a standard
federal tax course (Irwin, Prentice-Hall, or CCH) during the first year in
the tax department. The material will be graded and returned, and the
entire program monitored by me.
Technical Capability of Tax Department

The personnel of the tax department should be expanded to include
two additional persons—one who would be primarily a tax writer and
teacher, dealing with tax publications, assisting practice office personnel
in creating tax books and articles, and handling tax correspondence
courses and other tax training programs; the other, a high level technician
with competence in the corporate and foreign tax areas, if at all possible.
These two would be needed to allow me to spend more time handling
actual practice office problems while carrying out the rest of our program
on a smooth basis.
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Washington Office
We anticipate expansion of the liaison afforded by our Washington
correspondent with the IRS. James Jones has agreed to spend up to one
day a week in Washington, and will both be reinforcing his present con
tacts and making new contacts as well as introducing Bill Brown to the
IRS and Treasury people whom Jim knows. We want a capability, but we
do not want to establish a capability that is too far ahead of our ability to
utilize it. Our Washington correspondent set-up seems to be in line with
this objective.

Computer Terminal Committee
Within the next month, we hope to have a draft of the Computer
Terminal Manual that will be provided the practice people. Once that is
done, I would like to concentrate on the tax practice applications of ter
minals and have the rest of the firm’s involvement in the hands of the
MAS people.
Miscellaneous
Implicit in the above is the ongoing revision of the Tax Practice Man
ual, bringing into operation the Tax File, continuing with our ambitious
publications program of the past year (Monthly Tax Report, Tax Briefs,
Internal Tax Memos, articles for various magazines, and so forth), and
strengthening our use of outside tax specialists.

Comparisons and Objectives for the
Current Fiscal Year
Lost Year
(Estimated)

Firm and external training programs in taxes (total
man hours for year):
a. audit personnel
b. tax personnel
Tax returns prepared:
Form 1040
Form 1041
Forms 1065, 1120, 1120S
Forms 706, 709, and miscellaneous federal
Other
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Last Year
(Estimated)

This Tear
( Objective)

Number of tax planning letters written to audit
clients*
Number of tax accrual reviews performed prior to
finalizing financials
Estate planning engagements
Number of times Washington office used
Number of times assistance obtained from outside
IRS examinations
Tax cases going beyond agent level (that is, District
Conference and Appellate Division):
Handled by attorney
Handled by us
Handled jointly
Tax department chargeable time for year as per
cent of standard time
Invoices billing separately for tax services
Number of persons on Monthly Tax Report mailing
list
Number of full-time tax partners
Average billing rate
Number of full-time tax staff
Average billing rate
Size of tax season “tax cadre”
* For this purpose, a tax-planning letter is an overall
review of the client’s tax situation, similar to a
management letter, initiated by us—and not a letter
written in response to a client inquiry.
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Tax Personnel

Forms for Evaluation of

Part of the responsibility of the tax director is the evaluation and profes
sional development of the tax people, both partners and staff. To assist in
analyzing the needs of tax personnel, several forms are presented on the
following pages, 17-21-17-23.
The two evaluation forms require quantification of, respectively, train
ing and performance. They are designed to be used by the person being
evaluated, as well as by the person doing the evaluation (and even, possi
bly, a reviewer—as in the situation in which the tax man evaluates him
self, the partner-in-charge evaluates him, and the tax director reviews the
two evaluations). Differences in evaluation reflect problem areas, and
should normally be explored. Properly handled and supplemented, the
evaluation forms make possible some degree of comparison between tax
people at different levels and in different offices.
The tax experience questionnaire is self-explanatory. All three forms can
be used as part of the material in interviewing prospective tax people.
They should be used as a starting point in developing with the tax man his
own personal program for professional study and guided experience.
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Evaluation of Tax Personnel—
Training and Experience
(Except for first two items, ratings are maximum scores possible.
Evaluation should reflect both quantity and quality.)
Report on______________________ Office_____________
Prepared by____________________ Date_______________
Reviewed by___________________ Date_______________

CPA certificate (5) or Treasury card (3)
MBA (2) or Ph.D. (4)
Law degree: LL.B. or J.D. (3); LL. M. (5); JSD (7); or pas
sage of Tax Court examination (3)
“Hands-on” experience in preparation of all common federal
returns and at least some state returns (5)
Face-to-face experience dealing with revenue agents (6)
Preparation of protests (District Conference and Appellate
Division) (4)
Docketing cases before Tax Court (4)
Settling cases with Appellate Division (5)
Writing of tax-planning memos and responses to questions
(6)
Creation of tax-planning engagements as the result of review
ing tax accruals (6)

Experience in using computer terminals on tax problems (6)
Handling a variety of tax-planning engagements including
estate planning (6)
Preparation and processing of requests for determinations at
District level (6)
Preparation and processing of requests for rulings at the IRS
National level (6)
Preparation and handling of requests for technical advice (6)

Writing of tax articles for general business publications (6)
Writing of tax articles for technical accounting publications,
editorial posts with such publications, service with AICPA
tax committee or as chairman of state society tax commit

tee (6)
Development of at least one area of tax specialization within
the firm (6)

Total
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Evaluation of Tax Personnel—Performance
(Except for first two items, ratings are maximum scores possible.)
Report on______________________ Office___________
Prepared by____________________ Date____________
Received by____________________ Date____________

Ability to organize, delegate, and supervise (10)
Ability to get work done, to meet deadlines (10)
Adherence to time budgets (5)
Work product has a “professional touch” (7)
Tax knowledge
“Off the top of the head” knowledge (5)
Basic concepts (5)
Current developments (5)
Practical and creative application (7)

Accounting knowledge
“Off the top of the head” knowledge (3)
Basic concepts (3)
Current developments (3)
Communication ability
Oral (4)
Written (4)
Attitude
To other firm people (5)
To clients (5)
To other outsiders (for example, revenue agents) (5)
Loyalty to firm (5)
Ability to develop business
From present clients (10)
From nonclients (5)
Percent of chargeable time to standard (10)

Total
Percent of 116 (maximum rating possible)
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Tax Experience Questionnaire
Please indicate your experience in each of the following categories:

Category

Level of Experience
None

Limited Extensive

Individual Taxes

____ _______________

Partnership Taxes

____ _______________

Corporate Taxes

____________________

a. Consolidated returns

____ _______________

b. Subchapter C

____ _______________

c. Subchapter S

____ _______________

Fiduciary Taxes

____ _______________

Estate Planning

____________________

Estate and Gift Taxation

____________________

Foreign Taxation

____ _______________

a. U.S. taxation of foreign operations

____________________

b. Foreign taxation of U.S. nationals

____________________

Tax Shelters

------ --------------------

Exempt Organizations

------ --------------------

Audit and Appeal Procedures

------ --------------------
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Evaluation of Potential Managers
Name_____________________________________________________ Office_____________
Birth Date_________________________________________________ Health____________
Audit_______ Tax________ MAS__________
College or University

CPA Certificate
State

Date

Degree

Number

How Obtained
(Examination, Reciprocity, etc.)

Year

Other Professional Degrees or Licenses___________________________________________

Dates

Office

Experience with Firm
(or predecessor firm)
Other Public Accounting
Experience
Firm:

Highest Position Attained

_____________ _________ ________________________
_____________ _________

.

_____________ _________ ________________________

Other Experience—Describe____________________________________________________
Personal Qualifications
Initiative
Appearance
Courage to express own ideas
Willingness to assume responsibility
Creativity and imagination
Reliability and stability
Judgment and common sense
Relations with others
Partners
Staff
Clients
Clients’ personnel
Ability to express ideas (oral/written)
Partner/principal potential
Professional Qualifications
Technical proficiency
Completes assignments promptly and
efficiently
Ability to handle large engagements
Ability to handle small engagements
Has served in manager capacity
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Needs
Not
Good Adequate Improvement Applicable
□
□
□
□
□
□
□
□
□
□
□
□
□
□
□
□
□
□
□
□
□
□
□
□
□
□
□
□

□
□
□
□
□
□

□
□
□
□
□
□

□
□
□
□
□
□

□
□
□
□
□
□

□

□

□

□

□
□
□
□

□
□
□
□

□
□
□
□

□
□
□
□
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Salary History

Current Year to Date

Prior Year

Total Hours

Billable Hours
Present Salary

Date of Salary Increase

Amount of Increase
Special Technical Competence.

Activity and Positions in Professional and Industrial Organizations___________________

Technical and Professional Development Programs Attended Over Past 3 Years (Attach
Photocopy of Completed Firm Form P-004)______________________________________

Personal Interests Which May Enhance Position as Manager

Community Activities____________________________________________________ _____

New Business Referrals
New Client Name

Estimated Annual Fee

Extension of Services to Existing Clients

Attach Recommendation Letters
□ Partner-In-Charge of Office
□ Regional Managing Partner
□ Partner Heading Department
□ National Partner of Department

Attach Copies of Recent
Evaluation Reports (Minimum of Six)

Completed By:________ _________________ —------------------ Date:-------------------------
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Evaluation of Audit Staff

Staff Member_____________________________________ Yrs. of Experience__________

Assignment/Client_________________________________ Number Staff Supervised_____
Period of Report: From_/_ /19__to__ I_ /19__________ Hours Worked______________

Assigned Duties______________________________________________________________
Above □

Were functions performed compatible with individual’s ability?

Yes □ No □
Below □

Classification:

□
□

In-Charge Senior
Manager Supervisor Senior Consultant

Staff Senior
Consultant

□
□

Staff Asst.

Other

Used On This
Assignment As:

Based On Performance
Rated As:

Technical Skills

1. Knowledge of client’s accounting system
2. Working paper prep./review techniques
3. Knowledge of accounting theory/practice
(SAPs, APBs, SEC)
4. Knowledge of federal, state and local tax
laws
5. Ability to apply tax knowledge to client
problems

Needs
Not
Good Adequate Improvement Applicable

□
□
□

□
□
□

□
□
□

□
□
□

□

□

□

□

□

□

□

□

□

□

□

□

□

□

□

□

□

□

□

□

□
□

□
□

□
□

□
□

□

□

□

□

□

□

□

□

□
□

□
□

□
□

□
□

□
□

□
□

□
□

□
□

Professional and General Skills

6. Understands assignment and follows in
structions
7. Accuracy of work including neatness and
clarity
8. Ability to work independently and adhere
to time budget
9. Ability to supervise work of others
10. Relations with client personnel and as
sociates
11. Communication capabilities; articulate in
writing and speech
12. Creativity, initiative and enthusiasm dem
onstrated
Personal Characteristics

13. Integrity—sincere, reliable, punctual
14. Appearance—attire, neatness, grooming
15. Attitude—cooperative, courteous, friend
ly, professional
16. Bearing—maturity, poise, tact

How do you evaluate this staff member’s overall performance? (Highlight strengths and
weaknesses.)_____ _____________________________________________________________
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Illustration 17-5

Would you accept this individual on another of your engagements?

Yes (

)

No (

)

Reason__ __________________________ _ _______________________________________

Is staff member capable of more advanced assignments?

Yes ( )

No ( )

Explain______ _ _____________________________________________________________

Should staff member be reassigned at same level?

Yes ( )

No (

)

Explain____________________________________________________________________

How would you evaluate the staff member’s potential for advancement in the Firm?

Explain on short-term and long-range basis ______________________________________

Describe here any other observations that will assist in appraising this staff member.

On-the-job training requires that a staff
member’s performance on each assign
ment be discussed as the work progresses
and at the end of the assignment. A meet

Topics Discussed During Meeting

ing must be scheduled with the staff
member for the purpose of discussing his
performance, pointing out his weaknesses
and suggesting means of correcting them.

Staff Member’s Reaction

Evaluated By_____________________ Staff Level______________Date_____________

Reviewed by Partner/Manager______________________________ Date_____________
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See also Fees
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to 16-4
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fee determination for use of,
10-3
services
in estate planning, 2-8
ethics and, 7-7
in return data-gathering, 5-2,
5-8
in return preparation, 6-8, 7-2,
7-6 to 7-8, 7-9
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to 8-25, 11-24
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12-23
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taxpayer representation in, 11-5
to 11-6
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D
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to 12-31
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District courts, 8-10, 8-22, 8-24,
9-8
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to 11-6
weight of decisions of, 12-22
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12-31
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ing, 11-16 to 11-17
Due date list, 4-8, 4-9 to 4-10

E
Editing client data, 5-4 to 5-5
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13-22
AICPA program of, 13-6
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outside, 13-12
by correspondence, 13-4 to 13-6
tax institutes and, 13-7
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10- 10, 10-11
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11-10
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Estate planning, 1-9, 1-10, 1-11,
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CPA’s roles in, 2-2 to 2-3

fees for, 2-4, 10-10 to 10-11
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2-4, 2-13 to 2-14, 2-15
report to client in, 2-9 to 2-10
team work in, 2-5 to 2-7, 2-8
time-sharing in, 2-8
Estate tax
returns, 2-10 to 2-11
See also Estate planning
Estimated tax declarations, 4-12
Ethics, AICPA Code of, 11-24 to
11-28, 14-5
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16-13
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corporate minutes as, 16-5 to
16-6
correspondence as, 16-5
depositions as, 16-8 to 16-9,
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Filing systems for tax returns, 7-9
to 7-10 .
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Fixed asset lapsing schedule, 6-7
Footnote disclosures in reporting
tax liability, 15-8, 15-10 to
15- 18
Form 843, 8-11
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Fraud, 3-6, 3-9, 9-1 to 9-15
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9- 10 to 9-12
CPA’s duty to client in cases of,
9-4 to 9-5
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preventing instances of, 9-13 to
9-15
statute of limitations and, 9-6 to
9-7

G
Gift tax, 2-3, 2-6
returns, 2-10 to 2-11
Graduate programs in taxation,
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H
Hearsay rule, 16-6 to 16-7
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Incorporation, 1-4 to 1-5, 1-11,
1- 13 to 1-14
Indexing system for in-house
library, 12-8
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liability, 3-11 to 3-12
life, estate planning and, 2-1,
2-3 to 2-4, 2-13 to 2-14,
2-15
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Investment, projecting alternative
forms of, 1-15 to 1-18
Investment credit, sample notes on,
15-14
IRS, 1-3, 1-25, 3-4
AICPA tax division and, 11-17
audit by, 7-13, 8-1 to 8-25
extension requests and, 4-11
probability of, 1-19 to 1-23,
6-7
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fees and, 2-12
determination letters from, 12-30
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4-12
extensions not noted by, 7-13
filing of returns with, 7-10 to
7- 13
fraud and, 9-1 to 9-4, 9-6, 9-7
to 9-9
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of, 9-14
National Office of, requesting
technical advice from, 8-7
to 8-8, 12-31 to 12-34
Revenue Rulings and, 12-22
rulings by, 12-23 to 12-30
on proposed transactions, 1-23
See also Revenue agents
IRS Circular 230, 5-1
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Joint tenancy, 2-2, 2-10

Opinion letters, 12-30
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Lawyers, 8-19 to 8-20
Appellate Division and, 8-17 to
8-18
contingent fee arrangements and,
10- 7
CPAs and, in fraud cases, 9-4 to
9-5, 9-9 to 9-12
role in estate planning of, 2-6
to 2-7
in Tax Court cases, 8-23 to 8-24
See also Attorneys
Liability of CPA, 3-1 to 3-13
in absence of fee, 3-10
control of, 3-3 to 3-6
insurance and, 3-11 to 3-12
sources of, 3-1 to 3-3
Libraries
in-house, 12-6 to 12-7
materials needed for, 12-4 to
12-6, 12-11
organizing, 12-7 to 12-8
Lifo, 1-3
Log books, 7-12

Packaging of returns, 7-8 to 7-9
Paraprofessionals and tax work,
11-4
Parol evidence rule, 16-6
Penalties
in civil fraud cases, 9-4, 9-5 to
9-6
for late payment, 4-10
prevention of, 1-10 to 1-11
for unreasonable accumulation
of earnings, 1-19 to 1-22
Pension plan contributions, 1-3
Pension trusts, 1-11
Periodicals for tax research, 12-11
Personal property taxes, 11-7 to
11-8
Personnel evaluation, 17-7
Photocopying
chemical, in return preparation,
7-2
in handling depreciation sched
ules, 6-7
Prentice-Hall, 13-8, 13-9
standard tax service of, 12-1,
12- 12, 13-7
Prentice-Hall citator, 12-2, 12-6
Presumption in tax matters, 16-9
to 16-10
Privilege, accountant-client versus
attorney-client, 9-8, 9-9 to
9-10, 9-11
Processing of tax returns, 4-5, 4-6
to 4-8
Profit-sharing trusts, 1-11
Projections
in estate planning, 2-7 to 2-8,
2-15
of results of proposed transac
tions, 1-23 to 1-25, 2-5
in tax planning, 1-15 to 1-25
Promotional practices, 11-25
client bulletin and, 14-2 to 14-3

M
Management evaluation, 17-7 to
17-8
Master client record, 4-8
Minutes as evidence, 16-5 to 16-6

N
National Center for Automated In
formation Retrieval, 12-35
National Conference of Lawyers
and CPAs, 10-7, 11-11,
11- 16
Negligence
client’s, 3-9
CPA liability for, 3-1, 3-2 to 3-3,
3-6, 3-10
90-day letters, 8-17

Propriety
of considering probability of IRS
audit, 1-22 to 1-23
of contingent fees for return
preparation, 10-8 to 10-9
personal property tax returns
and, 11-7
See also Ethics; Fraud
Protests in tax controversy, 8-18
to 8-19
Public speaking, 13-18 to 13-19

Q
Qualifications for tax practice, 11-1
to 11-7, 13-3
Questionnaires
in estate planning, 2-3
in return preparation, 5-1 to 5-2,
5-3 to 5-4, 5-5, 6-8 to 6-9
in tax planning, 1-2

R
Real estate taxes, 11-8 to 11-9
Refunds
claims for, in district court or
Court of Claims, 11-5 to
11-6
suing for, 8-20 to 8-22, 8-24,
11-6
Reminder sheets for client, 7-13
Reporting to client in tax planning,
1-5 to 1-7
Representation of taxpayer
in Appellate Division, 11-5
in Court of Claims, 11-5 to 11-6
at district conference, 11-4
in district court, 11-5 to 11-6
at revenue agent level, 11-3 to
11-4
in Tax Court, 11-5
Request for ruling, processing of,
12-29, 12-30
Research
administration of, 12-9 to 12-11
computer terminals in, 12-35 to
12-36

education for, 12-11 to 12-13
illustrated
in contesting a deficiency, 1219 to 12-21
in return preparation, 12-17
to 12-18
in tax planning, 12-15 to
12-17
Returns
estate tax, 2-10 to 2-11
fiduciary income tax, 2-11
fifing of, with IRS, 7-10 to 7-13
gift tax, 2-10 to 2-11
liability of CPA and, 3-1 to 3-13
local tax, 11-7 to 11-9
preparation of, 4-1 to 7-13
absentee clients and, 5-3 to
5-4
computers in, 7-6 to 7-8
contingent fees and, 10-8 to
10-9
control sheets in, 4-3 to 4-6,
4- 8
data-gathering in, 5-1 to 5-8
due dates fists in, 4-9 to 4-10
extension requests and, 4-10
to 4-12
fees for, 10-2 to 10-3, 10-8 to
10-9
methods of, 7-1 to 7-2
organization of, 4-1 to 4-12
procedure for, 7-3 to 7-9
questionnaires in, 5-1 to 5-2,
5- 3 to 5-4, 5-5
research situation in, 12-17 to
12-18
seasonal factors in, 4-1 to 4-2
tickler file in, 4-8 to 4-9
working papers in, 6-1 to 6-8
preparers of, legislation and,
11-2 to 11-4
review of, 6-8, 6-9 to 6-11
as distinct from tax accrual
review, 15-19 to 15-20
storage of, 7-9 to 7-10
Revenue agents
confidentiality of CPA’s records
and, 9-7 to 9-9

negotiation with, 8-4 to 8-7, 8-9
to 8-18
qualifications for working with,
11-3 to 11-4
special, 9-1 to 9-3
Revenue Rulings, 12-22
Review of tax returns, 6-8 to 6-11
Rules of evidence, 16-1 to 16-14
See also Evidence
Rulings by IRS, 12-23 to 12-30
mandatory, 12-25 to 12-26
processing request for, 12-29 to
12- 30

s
Sample notes to financial state
ments, 15-11 to 15-16
Seasonal factor in tax work, 4-1 to
4-2
SEC disclosure requirements, 15-16
to 15-18
Securities and Exchange Commis
sion, disclosure require
ments of, 15-16 to 15-18
Shopbook Rule, 16-3
Solicitation, 11-25 to 11-26
Special (revenue) agents, 9-1 to
9-3
Statement on Responsibilities in
Tax Practice No. 9
(AICPA), 5-3
Statute of limitations
on deficiencies, 8-20, 8-21, 10-9
in fraud cases, civil and crimi
nal, 9-6 to 9-7, 16-9 to
16-10
gift tax and, 2-11
Study groups for tax men, 13-20
to 13-21
Subchapter S, 1-10, 1-11, 12-33,
15-16
Subjective probability in estimat
ing tax liability, 15-5 to
15-9
Summonses in fraud cases, 9-9, 9-13
Supreme Court, U.S., 8-3, 8-21,
8-24

on practice of law, 11-13
Surveys, tax, 1-2 to 1-5

T
Talks, 13-18 to 13-19
Tax communication, 13-16 to 1318, 13-19
See also Client bulletins
Tax controversies, sample notes on,
15- 14 to 15-15
Tax controversy potential, 8-2 to
8-3, 12-18
work sheet, 6-11, 8-2
Tax Court, 8-5, 8-6, 8-8, 8-13, 8-14,
8-15, 8-17, 8-20, 16-22
cases for, 12-5
civil fraud in, 9-7
Court of Claims compared with,
8-25
decisions of, in tax litigation,
12-22
ethical standards of, 11-20
examination for admission to
practice before, 13-3 to 13-4
petitioning in, 8-22 to 8-23
presentation of evidence in,
16- 13
presumption in, 16-9
results of appeals to, 8-12
Rule 82 of, 16-8
taxpayer representation in 11-5,
11-10
Tax director, responsibilities of,
summarized, 17-1 to 17-4
Tax examination control sheets,
8-11
Tax file, design of, 12-34 to 12-35
Tax function
checklist on performance of,
17-5 to 17-7
general responsibilities in man
agement of, 17-1 to 17-4
reviewing, 17-4
Tax institutes, 13-7
Tax letters, see Client bulletins
Tax planning, 1-1 to 1-25, 5-5
client’s role in, 1-12 to 1-15

computer terminals in, 1-7 to
1-10
fees for, 10-3 to 10-4, 10-13
general rules of, 1-12
investment projections in, 1-15
to 1-18
long-term, techniques of, 1-11 to
1-12
in noninvestment situations, 1-18
to 1-23
in overall tax function, 17-1,
17-3 to 17-4, 17-5
research in, illustrated, 12-15 to
12-17
year-end, 1-10 to 1-11
Tax Responsibilities Statements of
AICPA, 11-29, 11-33
Tax services, standard, 12-1 to
12- 3, 12-12, 12-16
Tax spread sheets, 6-1 to 6-2
Tax surveys, 1-2 to 1-5
Teaching taxes, 13-21 to 13-22
Technical advice from IRS, 8-7 to
8-8, 12-31 to 12-34
Teletype computer terminals, 1-7
30-day letters, 8-3, 8-9, 8-10, 8-18
Tickler file, 4-8 to 4-9
Time recording methods, 10-1 to
10-2
Time-sharing computer terminals,
1-7 to 1-10, 1-17 to 1-18,
2- 8, 7-6
Timing differences, 15-1 to 15-4
Training
for tax season, 4-2,13-11 to 13-12
See also Education in tax prac
tice
Training programs, in-house, 13-10,
13- 11, 13-13, 13-15 to 1316, 13-18
Transmittal sheets, 4-4 to 4-6, 10-1
to 10-2

for forwarding returns to client,
7- 10 to 7-11
Treasury Department, U.S., 3-13,
8- 13, 16-11
AICPA tax division and, 11-17
correspondence with, and evi
dence, 16-5
in fraud cases, 9-11, 9-12 to
9- 13
See also Circular 230
Trusts, 1-11, 2-2, 2-9

u
Unauthorized practice of account
ing, 11-15 to 11-16
Unauthorized practice of law, 11-9
to 11-14
return preparation and, 11-2
Universities offering tax correspon
dence courses, 13-5
Unreasonable accumulation of
earnings, 1-19 to 1-22

w
Worksheets in estate planning, 2-3
Working papers
confidentiality of, in fraud in
vestigations, 9-7 to 9-9
indexing of, 5-8
privileged, in fraud cases, 9-11
to 9-12
in return preparation, 6-1 to 6-8
Workload projection, 4-6 to 4-8,
4-9
Workshops
AICPA, 13-12
for audit staff, 13-9 to 13-10,
13-12
Writing, effective revenue, 13-17
to 13-18

